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Ottawa, Ontario, 

Friday, 

October 19, 1962. 
--~- At 8.45 A.M. the hearing resumed, 


SUBMISSION OF 


PROFESSOR PAUL A. SAMUELSON 


| 


THE CHAIRMAN: This morning we have a 
submission from Professor Paul Samuelson, Professor 
of Economics, from the Massachussetts Institute of 
Technology and formerly adviser to the United States 
government... He is also,.an author of numerous works. 

It is a great pleasure to have you present 
with us. this morning, Dr. Samuelson... We look forward 
very, much, to the discussion which will ensue, and in 
spite of the iate arrival of the brief we have had an 
opportunity of reading it and had some discussion on 
it last evening, and we look forward to the discussion 
here this morning with great interest. 

It is not necessary, as a rule, for a witness 
to make any preliminary statement unless he wishes 
to do so;. having read the. brief, it is unnecessary 
to summarize.it. for us. The various points will 
develop as we go. on and, the viewpoints that you think 
should be mentioned are entirely, of course, in your 
hands. .if it suits you,.we will now proceed. 

Are there any questions? 

COMMISSIONER LEMAN: Dr. Samuelson, I have 
read ae memo, although I can't claim to say I really 


have had a chance to. digest. it properly so you wil 
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forgive me if I ask questions that you may feel were 
answered in your memo. I may have missed some as I 
went through it. 

Also, if you don't mind, I would like to 
change the order of this a little bit because I have 
a bent for nares about objectives before discussing 
the means of achieving them, so I would like to start 
on this question of the objectives and the conflict of 
objectives, 

You seem to make a case here for making sure 
that in this discussion on conflicts of objectives that 
no.one gets hypnotized by any one of them and makes 
too much of a sacrifice to achieve them, et cetera; 
however, in setting up a central bank there has to be 
some kind of a legislative authority for its constitution 
and the way it should operate. Do you have a fairly 
elear view yourself of what should be the official 
statutory objectives set before a body which is called 
a central bank? 

PROFESSOR SAMUELSON: May I first say in 
a perfunctory way that I am speaking throughout all 
this simply as a professor of economics without any 
official capacity. 

Secondly, the Chairman was kind enough to 
call my submission a brief. It is very lengthy and 
came very late, and I apologize for that. If I had 
had time I would have written a shorter paper. 

With respect to objectives, most central 
banks in the world were fortunate that they were 


born in a fit of absent-mindedness and didn't 
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require constitutional instructions, in the beginning. 
The Bank of England didn't start out as a central 
pank, but if one were to set out explicitly to put 
down the ground rules ae central bank, my feeling 
is that the instructions should be general rather than 
specific. 

This comes out of the actual economic analysis 
in my submission, having to do with automatic rules. 
How nice it would be if the mechanism of economics were 
such that a lawyer drawing up the papers for a central 
bank could be given explicit den stternubeetettio nerve he 
could put into the constitution of the central bank , 
so that the public would be entitled to know at future 
dates whether the officials of) the organization had 
properly been carrying out their mandate. To my mind 
this, however desirable, isn't possible in any detail 
because of the schon uttocees of the situation, and I would 
refer to the similar problem of the Employment’ Act of 
1946 in the United States. | 

This was a pivotal piece of legislation, 
which went through our Congress after very much 
discussion. The official wording is of an antenente ly 
abstract and general sort: that it is the intention of 
the government to secure the maximum of purchasing power 
employment, and quite a number of the other good things 
of life. (They seem to have forgotten price stability 
at that time and it has been suggested that it be 
amended) . Now in response to your question it must be 
evident that men of good wili could do quite Adehoament 


‘things and each still say that he was within the 
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framework of the:mandate of that legislation. So I 
would say that if I as a drafter had to put ina list 
of ..things which it was. the- duty of the central bank to 
watch, I would make sure that it-was a long list or 

a very general.list, and not highly specific. 

For example, it would have been a tragedy 
if.in.the Federal. Reserve Act of 1913 there had been 
highly specific instructions embodying the best 
judgment of the legislators and economists and bankers 
at that-time, because the behavior of the Federal Reserv 
System has been almost opposite te that intended by 
the founders of the 1913 Act.. The founders of that 
Act thought it.was a most important thing to have an 
elastic currency, one which would automatically expand 
every time farmers, merchants and industrialists 
needed money. 

In fact, Governor Strong, one of our great 
central bankers, the Governor of the New York Federal 
Reserve Bank, and the man who, dominated the 1920's 
discovered in actual operation the whole device of 
open market operations; and there would have been 
nothing, L-daresay, in. the 1913 charter, if it had 
tried to be specific, which would have empowered the 
Federal Reserve to use open market operations, which 
I think would have been detrimental. 

Now, we all have a way of getting out of our 
own way and Acts do come to, be modified, but I don't 
like strict constitutional jackets in economic affairs 


if they can be avoided. That is a personal opinion, 
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COMMISSIONER LEMAN: But it seems to me 
that in your memo when you move from what you call 
the economics and objectives and begin to narrow 
down a little bit on this to some specific responsi- 
bilities in the monetary policy field, you seem to come 
back pretty well to a mix of the objectives which are 
the maximum utilization of all resources, growth and 
price stability and a good balance between these three. 
These are still the most recognizable objectives, are 
they not? 

PROFESSOR SAMUELSON: Yes. 

COMMISSIONER LEMANs Now, you make a 
distinction there in Section 16 of your brief where 
you talk about stocks of money and near money being 
mostly the result of monetary action and flows of 
income being more pertinent to, say, fiscal policy. 
Iwas very much interested in that distinction. Do 
you believe that the areas that are concerned with 
stocks, that all the areas concerned with stocks of 
money and near money are clearly identifiable and in 
this ease that one 'can think of reorganizing the 
various institutional authorities to say, "Well, we 
will have one that will deal with stocks everywhere 
where they are concerned, and we will have another 
that will be interested in the flow"? 

PROFESSOR SAMUELSON: First I would say, 
as in all @mpirical phenomena, one thing shifts into 
Bubties and there are certain problems of identifying 
boundaries, There are certain operations which are 


clearly of the stock asset and not of the flow type; 
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this is the accounting distinction between a balance 
sheet and a profit and loss or income flow statement. 
There are other wentitade and transactions which seem 
to be on the borderline. 

In making the distinction between stock 
Wie tern ties T want-to warn at least the American readers 
that it is not equity stocks which are being discussed 
here. In making this’ distinction I am merely trying 
to determine wees after all, is monetary and credit 
policy as against fiscal policy. However, I don't 
necessarily deduce from this that the central bank is 
to be the exelusive agency which handles stocks and 
that the treasury, is to be the exclusive agent which 
handles flows. 

Now, I refer to Dr. Holtrop's submission 
to you, which I have had the opportunity of reading. 
He puts it very correctly, I think, that debt 
management is without doubt part of stock rather than 
flow, and yeownat his country -- and I may say in my 
country too -= the responsibility for debt management 
is not with the cece? bank, I myself would like to 
gee a much closer co-ordination between conventional 
central bank monetary policy and debt management3 and 
I can imagine certain arguments being made for having 
the central bank do the debt managements or having the 
central bank within the government itself, doing its 
central banking policies and debt management there. 
But I don't think that I would regard my analytical 
distinction as a good reason for throwing all stock 


operations altogether in a new constitutional 
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specification. 

COMMISSIONER LEMAN: You do still seem to 
favour some separation of responsibilities between 
treasury and the monetary authority, do you not, 
although they have common objectives? You do feel 
there should be a reasonably clear separation of 
responsibility? 

PROFESSOR SAMUELSON: I ineline in that 
direction for historical reasons; the institution 
of central banking grew up in this way. I think that 
you pay a price if you move too fast away from the 
actual pattern of development. But, as I mentioned, 
in looking ahead 25 years I believe that the 
independence of the central bank is much less today 
than it was earlier and will be much less in the 
future. Yet I think there may be certain minor 
advantages in still keeping the central bank as a 
distinct entity. 

COMMISSIONER LEMAN: Well, perhaps that is 
a too simple approach to the problem of organization, 
put it seems to me that if one leaves things a little 
too blurred as to responsibility, you end up with 
about fifteen cooks trying to stir the same sauce, 
and I think that we get afraid of that situation and 
that is why I was asking if you think this notion of 
stocks against flows in general would be a better | 
line of demarcation. 

| PROFESSOR SAMUELSON: Yes, I would say that 
if you could look upon this purely as an engineering 


problem and not have the traditions and human emotions 


ud 9 wow 
+ siwain® howe 
| snottsol thosgqe 


ot moss {itte ob woY :WAMEI ASMOT@QTMMOD © 
neewted estsiftdtanogest to sottdsisqes smoe movsel 
ton woy ob .yWisodtus yistenom odd base Yivaseis 
faet ob wo¥. Sasvisostdo nommoo sven yeod dguoddts 


-%o sottseursqee wselo ywidsmoeser s sd biyode stent 


fyrLidianoqeet 

teadt mt omtfomt I :WOaTHUMAS AOe2RHORT 
noltudident edd ranoaser L[aotirodetd tol motioetkb 
tedit antds I vysw eidd at qu wets giidasd [stdneo to 
ect mort yaws t¢est cot svom woy If selaqd & YSBq VOY 
bemotiaem les «ded .tnemgoLeveb Yoorivettsq [entos 
eit ¢sdd sevetfed I arsey cS Bbserfe poldool ar 
ysbos eeol doom at Ansd [eidineo sd to eonsbasqebat 
edt «mt easel doym od Ifiw brs -astitas asw ti asdy 
nonin misdureo od yam svest aitrit I ¢s¥ .sistwet 
8 e& Ansad Lertaso edt gsataqsen [Lidge at ssgadasvbs 
eYilins sonhsialb 

at gadt eqedteq .f[fsW :WAMad ARWOLeSIMMOD 
~toktssinszgto Io mefldorqg edd ot dosotaqs siqmia oof 6 
sfitift s dentdd eevest eno th tadt om ot amece Ji sud 
ditiw qu bao woy ,yiilidtbenogast ot as berimid oot 


.99N8a smse oft tite of antyit altooo mesttl lt Jvods 


to notion aftAt aAnbdd woy tt gattes esw Ll yow st dsad 
retted s sd biyow fsteneg at ewolt tantegs axoote 
efoltjsotsmeb to enil 

ted? yse blLwow Il .as¥Y <:WOedHUMAS HOeeawAL 
gantisentgne as es yle1sq eidd noqy Aoof Blues woy Tt 


| 
bas sofisstte dadt-to blevis seg swdeds aabdit TD ons 
enottoms named Das anolitbart sdd even ton Das msidorg 


Nethercut & Young 


Terente, Ontaric 


- 6224 - 


and certain democratic pressures of the moment, in 
principle I would like to see these things unified. 

Lord Cobbold made a very picturesque 
reference in his statement to you. He imagined an 
automobile, and he said that it is not a good thing 
to have one person with his foot on the brake pedal 
and another person with his foot on the accelerator 
pedal. I think the image could be sharpened even 
more in the field of debt management. It is a problem 
of two people fighting for the steering wheel. The 
ear is being driven with the Federal Reserve having 
4ts hand on the steering wheel and the treasury with 
4ts hand on the steering wheel. When those two people 
are sweethearts and close friends this may work out 
very well. But when there is friction, and there has 
been friction -- I am not now referring to any specific 
incident in my own country, but any student of the 
problem could give you half a dozen cases of extreme 
friction, -- this is very bad. It is a case ef pull 
Able and pull Baker. 

I will give you an example of this. 
Australia had a crisis in the 1930's between the 
central bank and its government and the former was 
economically wrong. (I want to make it clear that 
4n most of these cases it is wrong to concentrate 
on the Treasury with a capital "T". It is a problem 
in my country of the executive branch of government as 
against the central bank. The problem in a cabinet 
system of government will show itself in different 


form, but in every case there can arise a conflict 
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between the government and the central bank.) 

May I give another illustration, This is 
one of not quite such ancient history. | 

In the Truman administration there came a 
time of discord between the Federal Reserve Board and 
the ere and the Treasury as I recall insisted 
upon floating some short-term bills at rates lower 
than the Federal Reserve Board Seovant were proper. 
The Federal Reserve Board -- I don't remember the 
details:and if I have some of them wrong my point may 
still be valid -- the Federal Reserve Board said 
"ALl right, you may issue them". What they then did 
was to take them completely off the market; and since 
the Fed. is in the 100 per cent excess profits 
bracket it was just as though the Treasury had not 
accomplished its purpose-at all...I do not think that 
is a good way to run a railroad, though it is a way 
of dramatizing and bringing: tothe public the conflicts 
of opinion which» people in high authority have. 

COMMISSIONER LEMAN: Well, Professor 
Samuelson, in your Section 13, beginning on page 28 
you suggest that if there was a similar commission 
to this one sitting 25 years from now, the list of 
topics -that they would be emphasizing in their 
discussions would be quite different from what it 
is today. Is that just an expression of confidence 
on your part that this question of independence -of 
the central bank will be clearer in everybody's mind 
in 25 years, or does;it go further pag that? Is 


it your confidence that this-business of conflict 
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of objectives and harm that can result from, let 

us say, a certain amount of inflation; price inflation 
et cetera, will also become a lot clearer in every- 
pody's mind in 25 years? 

PROFESSOR SAMUELSON: I think it is 
primarily a reflection of the historical fact, which 
ig perhaps not an accident, that the central banks 
of the world have felt themselves to be a minority 
group, more preoccupied with the problem of price 
stability than the elected parliaments of the world; 
and that in a sense they have had their heels dug in 
against inflation. I should not say it is a last 
diteh fight because it will go on for a long, long 
time, but in the privacy of their boudoirs when they 
look into their own hearts they say to themselves: 
"Tn the good old days there was greater integrity 
all around and there was greater independence of the 
central bank, and there just is not that now, though 
we are still fighting what we regard as the good 
eteht"> 

I think there is a definite trend toward 
curbing the independence of central banks. Read the 
Radcliffe Report, the Japanese Inquiry; and the American 
Commission on Money and Credit. Any one of those 
would be shocking to the central bankers of the past, 
such as Governor Strong. In:that sense I read the 
trend of the times’ and it happens not to be the one 
that I would disapprove of as they would. 

COMMISSIONER LEMAN: Well, I was trying 


to read into it, perhaps, the prediction on your part 
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that inflation will not 4, during the next 25 years, 
an acute problem that our economies will be watching 
for? 

PROFESSOR SAMUELSON: I had intended no 
such notion. 

COMMISSIONER LEMAN: Well, if I might home 
ina little bit on this question of price stability, 
it seems to me you feel that this whole question ean 
be exaggerated in peoples minds. In other words, 
that one should not be too dogmatic and say we must 
have absolute stability; one should not even say 
we should have a gradual deflation, and perhaps if 
it looks as though there is building in a very siow 
price inflation, well then leave that because you can 
compensate that with various »-- I would not ¢eall them 
gimmicks, but various off-setting factors that the 
government can wateh over, Then you seem to say 
that there are two types of price inflations that 
should be feared. You refer to the cost-push one 
and then the type of run-away inflation which may 
stem from what you call either wars or social dis- 
organization. As far as the first one is concerned, 
the cost-push type, what is your fundamental reason 
for saying that is) the one to fear? Is it because 
it can become the run-away, or because it is a 
particularly bad kind of inflation? 

PROFESSOR SAMUELSON: I had hoped to write 
a section of some considerable length on the problem 
of a "“selier's"” or "cost-push" inflation as against 


a "“demand-pull" inflation. Unfortunately the ciock 
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ran out on me and that did not get written, so I 
welcome the opportunity of saying some words about it. 

For countries like the United States, 
Canada, and the U.K. I am not concerned about the 
galloping inflations of the type we have had dramaticall: 
in the past. The proto-type for my generation was the 
post World War I German inflation from 1920 to 1923, 
in which the income from a life, expressed in German 
marks, would in the end not buy a package of cigarettes 
or even one cigarette. Throughout history inflations 
like that have occurred and they are still occurring, 
for instance, after World War II in China and Hungary 
and a number of places. 

I am not concerned about astronomical 
inflation, not because I do’ not understand that it is 
a horrible thing -- it is a horrible thing -- but 
pecause it is not a threat to our democratic society. 
In particular I do not think it inevitable that.a 
very gentile price rise will go from a creep to a lope, 
then from a lope to a trot, until you are finally in 
such galloping inflation. Very few of the dramatic 
ones started in that way. I do not think there is 
any reason to worry about that. I worry about a 
cost=-push inflation because there is some evidence 
that,. in the institutions of a modern democratic 
mixed enterprise economy, there is a tendency for 
costs and prices to rise long before unemployment is 
at a satin pani: level, and long before excess capacity 
has disappeared. It is remarkably sad how few 


countries of our type have had in the post-war world 
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simultaneously high employment and price stability. 

In the case of my own country in the post- 
war there was a brief period, just prior to 1953, 
daddrwe had both of those happy conditions; but they 
are very rare. So I worry about cost-push, not because 
it is the most dreadful danger one can imagine, but 
because it is the most relevant one. 

The second reason I worry about it is that 
it is the hardest thing to handle by fiscal and monetary 
policy. I want to emphasize that it is as much a 
problem for fiscal policy as it is for central bank 
policy, I devoted a number of wand of my submission 
to the question as to whether the central bank had 
some peculiar way of affecting the price level factor 
in the P times Q relationship, and I concluded it had 
no such power. It is as much a problem for fiscal 
policy as for the central bank. 

Now, if you have the old-fashioned demand- 
pull inflation, there arises primarily a problem of 
dosage. My old teacher of economics in Chicago, 
Professor Paul H. Douglas, who went on to become a 
Senator has dramatized demand-pull inflation in 
Congressional hearings and over the T.V. in the 
following way. Here is this glass partly filled with 
water. There at the top is the full employment or 
high employment point. If you look at that glass you 
see that there is not enough money spending to achieve 
the full potential amount of goods. Therefore the 
Treasury or the central bank looks at its many weapons 


for extending purchasing power, in order to fill the 


" : 
co wa 


Be woteceentin sinetag aire slates 
: ee ada0g edd nt yitesos mwo ym to 9280, ects cone 


.£@@L ot wotaq tent ~botweq ‘telnd s: asw er ew 


yout tud yamottibnes yaosd saodd to dtod bed ened ae 


| saueoed ton .danqe-de2o9 duods yirow I 08 .o&18t YISV OTs 
| gud perttgemk nso eno segnsh Iutosevb taom edd at st 
| .9no0 ¢nevelor daom edd ef tL eenusoed 
sect ef ¢t twods yrrow I mozsex bnooss sAT 
lytatonom bas Iscatt yd slbusd of gntdd tesbisd edt et dt 
og s doum es ef ti tedd estasdaqme o¢ thew I .yottog 
sined Esttnes sot at ck as yoifog [soalt tot meldorg yal 
moteatadve yr To walla to sedaum s bstoveb LT “ottoa ley - 
bel Aimed Lertnes ent tondderiw ot as mottaeup odd ot = jet 
aovost Level soli edd siannoetiion to yvsw tsiivosq smoe lat | 
bed th bebuLonoo I bas .qidenottsflot 9 eemtt I odd af le 7 
(soatt vot mefdotg s dowm as et dD .atewog sigiein ort * 


wAmed Esutnes eld tot es yotLog ww 


~basmeb benotfest-bLo edt eved woy TE ,.woll 


4 om 

a to mafLdorq @ eLlinemitq eeetits eredd .moidsfint fing Jer 
. | 

~ogeotdd nt sotmomoos to teriosed blo YM .egseob | 


8 emoosd ot no triew orlw .ealguod eH fuel toseetorT iec : 


nt notdslint [fugq-basmeb bestisnstb esd totansa 


ent nt .V.T en coment hbibe apnicsed [snoteastaned 

d¢iw befLtt yvidexsq seslg eid ef s1eH .Ysw antwolfot 
to dnemyolqme Lf{wt odd ek qod edt ds eusdT .tedaw 
yoy aeslg tedd ts Mool woy Tl .datog tnemyolgqns did 
svetnos ot satbmeqe Yernom dgvons ton at sxedt dedd ses 
orig sxotered? .aboog to dawoms Istineteq [fini eds 
enogsew vrem att ts aNool wmsd Istines sid to yiweser? 


edd ILE ot tebs0 mi yrewoq antzariowia gathasexe 


7 a ae ie 


Nethercut & Young 6 
o. 230 =~ 


Toronto, Ontario 


glass fully. »And. it is.a.matter, of .dosage,. It adds 
water in this way -- just. about up to the lip. 
Everybody recognizes nace when you try to 
define the exact point of full employment you are in 
trouble, and there is a problem as you get very near 
it. Most believe it is just a little bit below the 
rim of the glass. What would happen if it were all 
just a question of demand-pull inflation? I am not 
going to be as dramatic as Senator Douglas, but he 
adds even more water than I am doing, and then you 
see the water overflowing on to the table, depicting 
demand-pull inflation in action. He would then insist 
that all the central bank and fiscal authorities have 
to do is reduce the amount of aggregate spending. They 
ean reduce this in a variety of ways, not all 
equivalent, but each designed to accomplish the 
purpose. You can run a larger surplus. by an increased 
tax rate; or you can reduce the amount of money by 
open market sales of securities. Or you can raise 
the discount rate and change the legally required 
reserve ratios of the banks. You then bring the 
water: down.to this.correct, level...So it.is a very 
badly mismanaged economy that has extensive trouble 
if only demand-pull mechanisms are involved. 
In the case of a cost-push inflation, even 
when the employment index is way down, and there 
still seems to be excess capacity, you find a tendency 
for the water to overflow and for prices to rise. 
I think this is best dramatized for the economists 


by what has come to be called the Phillips Curve. 
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Professor A. M. Phillips of the London School of 
Economics wrote an article in Economica some few 
years ago which gave rise to very considerable notice, 
eriticism and discussion. It was a historical study 
of the relationship between the degree of unemployment 
in Britain's economy and the rate of price rise or 
wage rise. 

A very nice Phillips Curve that permits 
only the demand-pull inflation would be one with the 
comfortable property that until you get down to low 
unemployment rates there is no steady pressure from 
the supply and cost side for prices to rise. Then the 
old demand-pull analysis would be very adequate. 
Unfortunately, a very nice kind of Phillips curve 
is not the kind experienced in. the United Kingdom and 
Sweden, and a number of other modern economic systems. 
Instead the realistic Phillips curve has a way of 
showing price increases at times of considerable 
unemployment -- higher I would:say for the United 
States than for many countries, but perhaps there is 
some similarity between Canada and the United States. 
I would not want to comment on that since I have not 
studied that question in Canada. 

This creates a tremendous dilemma for the 
fiscal and monetary authorities because it is no 
longer a matter of dosage. In an extreme case, if 
you refuse to give in to the price rise, you create 
unemployment. Now, it would be a happy situation 
if you created a little and temporary unemployment, 


and then found that it chastens the attitude of the 
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seliers in the economy; we could then go right back 
to a nice Phillips curve again. Although this action 
creates unemployment, it might be regarded as an 
investment in  success., And, it would involve only a 
little slack in’ the system.I,think this is called 
Parishism in the United Kingdom after Professor Parish 
of the. London: schools: that is, .a policy, of 
deliberately creating a little slack so.as,to get 

rid of :this. bad.«cost push... But it,is,not clear that i 
this would work out. nicely in-the experience of the 
United States. 

Chairman Martin of the Board. of Governors 
of the-Federal Reserve once asked in Congress the 
questions "Suppose there is an element of cost- 
push, does that mean the central bank should be less 
restrictive or more restrictive?". He did not pause 
for an- answer, but I thought that his own opinion 
was perhaps indicated in the context -- namely, that 
the attempt to stabilize prices is all the more 
important in a cost-push situation. I must confess my 
doubts, In my opinion, it is a real dilemma. In 
certain circumstances you will find yourself, I think, 
as the good pragmatic decision-maker, giving ina 
little along the price line, sicemiene’ with evil, 
tolerating some slight amount. of increase. 

I.want to emphasize that it is never the 
business of the Governor of the central bank to say 
publicly: "I ama realist. ‘I know that one must 
compromise with evil and must tolerate a price 


increase." In season and out of season he must 
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preach against it in his public statements. I do not 
mean that there is a double standard of morality. 
What I mean is that public statements are construed 
in a different way from private opinions and beliefs. 

Yet I think it would be a tragedy in many 
modern economies if a dogmatic central banker, brought 
up in an earlier tradition, in a position of insulated 
power, on the basis of his pragmatic feeling as to 
how this conflict of goal should be decided, were for 
a considerable number of years to be permitted to 
pursue his policy. 

That would be a tragedy for a variety of 
reasons, including the fact that money policy would be 
by-passed. Here Lord Cobbold's image of the brake 
pedal comes in. We find the spectacle of the central 
banks of the world using high interest rate policy 
in order to check loose fiscal policies of governments. 
You may say that you have accomplished the same purpose 
in terms of controlling effective demand, and perhaps 
you have; but what you have done is loaded the dice 
against growth. You have loaded the dice in favor of — 
current consumption spending, and put most of the 
pressure on investment and net capital formation 
spending. That is all very well if people are ina 
Galbraithian mood and do not want growth, but I do 
not see any evidence of that in the hypothetical 
situation I am mentioning. I see only evidence that 
the central banker is inflexible and a vestige from 
an earlier time, when perhaps the Phillips curve of 


the world behaved in the nicer way that you might 
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dream of. 

COMMISSIONER LEMAN: Professor Samuelson, 
would you just clarify one point which came up as you 
were talking. Do you really feel, therefore, that 
a situation where there is possible inflation clearly 
recognizable -- and let us say clearly recognizable -- 
because there is not what one would consider an 
acceptable growth rate in the economy, and there is 
no reasonable employment of resources, you are then 
facing a true break-down of what we know as a market 
economy operation? 

PROFESSOR SAMUELSON: I think "break-down" 
is too strong a word. But I do think that you are 
facing a dilemma in which a perfectionist will become 
somewhat disillusioned with controls of aggregate 
demand and free markets. I think Mr. Sproul in his 
excellent submission before you, which I have had the 
opportunity to read, hinted at that when he said that 
one must not rely too much on monetary policy; and 
I think I would add in this context that one must not 
rely too much on fiscal policy. One must look for 
new mechanisms which will ameliorate sellers! 
inflation problems. I should like to add that I have 
no constructive suggestions in this area. This is an 
area of the most perplexing kind. 

I once not completely humorously went on 
record as saying that smarter men than I would have 
to find a solution to this problem. That was some 
years ago and they have not come up with one yet. 


I have in mind things like the intervention in steel 
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which took place recently in the United States. I 
have no opinion whether that was, on balance, a good 
thing to have done before the fact. Ido not have an 
opinion whether on balance that was a good thing to 
have done after the fact. Certainly any great 
enthusiast who thought such kinds of intervention would 
solve the Sproul dilemma, received no great amount of 
comfort from the incident. But the ingenuity of free 
democratic societies may develop new mechanisms. 

In that. sense, rather than use the word 
"break-down" I would speak of a "dilemma". The 
Commission on Money and Credits in the United States, 
in the course of their deliberations, became more aware 
of this problem. In their final report they showed 
considerable unease about this. As a zealot would 
say, they sacrificed the important goal of absolute 
price stability. A pragmatist might say that they 
recognized some of the facts of life and showed the 
need not to be dogmatic about any one objective in 
a situation where there is conflict and there is a 
trade-off between objectives. 

COMMISSIONER LEMAN: This discrepancy which 
exists in the situation where you have wholesale 
prices reasonably stable and yet consumer prices 
keep on creeping up, say by one per cent, despite the 
stability of the wholesale prices, is a form of cost- 
push inflation, isvitonot? 

PROFESSOR SAMUELSON: I think not 
necessarily. I made some comments in-my paper on the 


interpretation of the official indexes. We had a 
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committee set up at the request of the U.S. government 
to look into this. Professor George rie Stigler, of 
the University of Chicago, was chairman; and his 
committee came to the conclusion that, as many 
economists had already suspected, it is quite 
impossible to make due allowance for quality changes, 
so that a one per cent increase in the reported 
consumer price index, given a margin of error 
involved in all these things plus this conceptual 
error of definition, could be quite compatible with 

a true price index showing no increase at all. In 
that sense, for the moderate figures you have given I 
would say that there is no particular indication 

of a cost-push, 

Now, I want to add that in the realm of 
services we have shown less productivity improvement 
even after you have corrected matters for quality 
changes. Yet many of the service markets, from the 
labour viewpoint, are more competitive than are the 
goods markets. So, that kind of cost-push which 
we relate to unilateral union pressure, organized 
labour, union official pressure, and to administered 
prices by corporations alleged to be possessed of 
some degree of market power, is peculiarly absent 
from the services field. Yet they are the fields 
which show a very considerable increase in prices. 

Now, you could put it in this way. 
Consider the fields which show no productivity 
improvement, like the services field -- and I may 


say that I belong to it. I ama professor of 
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economics and I teach to about the same number of 
people in the same bumbling way as I did twenty years 
ago, with the result that college tuition has been one 
of the most explosive items in the cost of living 
index and will continue to be so. You may say that 

in the absence of any cost-push in a really ideal 
flexibie world, the corporate sector which produces 
goods and has a considerable’ improvement factor in 
productivity ought to have a massive reduction in 
prices. No, scratch out the word "massive"; they 
ought to have a considerable reduction in prices. 

So that overall prices would average out to approximate 
stability, or to barely a one per cent increase, 

That is asking quite a lot of a modern 
industrial society, although in the realm of 
agriculture, when bier tokitt does not intervene for 
the purpose of changing the free market allocation 
of income, you often do get just such price 
reductions large enough to outweigh the price rises 
in the service industries. 

COMMISSIONER GIBSON: Professor Samuelson, 
perhaps I might ask a question arising out of your 
remarks. Do the problems in connection with controllin 
or reducing the cost-push inflation lead your thinking 
in the direction of tne development of some wages 
policy or administrative price policy? Is that the 
way in which you see a solution, or do you see sind 
light in that at all? 

PROFESSOR SAMUELSON: It suggests. to me a 


ground for seeking such a solution, but I am not saying 
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that any of the suggested solutions of which I have 
heard are likely to solve the problem. I even think 
of many of them that they might do more harm than 
good. I would not regard the dilemma as a 

malignant disease; but it is a problem, 

To use the image of medicine, if you 
diagnose a disease and sense the need for a cure for 
it, but you have not anywhere in the laboratories 
such a cure, then that is like the state of my mind 
with respect to this problem. 

COMMISSIONER GIBSON: We have had suggested 
to us that if monetary fiscal policies are reasonably 
strong in the next decade, say, in view of the outer 
balance of productive forces in the world and closer 
balance between demand and supply, this might become 
less of a problem provided there is no additional 
strain in the way of overdoing monetary and fiscal 
expansion. Is that sensible? 

PROFESSOR SAMUELSON: I think it is possible. 
Do you remember Mr. Micawber who was always waiting 
for something to turn up? I think we can occasionally 
weit for something to turn down. Per Jacobsson, a 
prophet not without honour, has said that we are 
facing a new era of deflation at the moment. We have 
certainly seen this in the important realm of staples. 
Colin Clark predicted that in 1960, after the war, 
there would be a massive increase in the prices of 
primary products. He said that terms of trade would © 
move a great deal in their favour; he predicted that 


in 1943 or 1942, if I remember. Right after the war 
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things did go his way, but at the half-way mark to 
1960 they turned the other way to a great degree. 

One thing about the terms of trade between 
primary products and others is that they do fluctuate. 
There are long-term tides in the affairs of man, so 
that with a little luck the problem of cost-push or of 
mild secular inflation could become less of a tension, 

If I may give a concrete example, in the 
United States we have just been in rather a happy state 
if you look only at the price index. For the last 
eouple of years the wholesale price index has been 
levelling off, if not falling. The increase in 
consumer prices has been quite moderate. But this 
does not re-assure me in the slightest, because 

been 
although I will not say we have/in a major depression, 
we have been running at too low pressure. 

By running the American economy in a 
sluggish way -- and I do not mean in the sense of 
mild Paishism, which says in Britain that the 
unemployment rate should go from 13 per cent to 
2 per cent -- at 7 or 6 per cent unemployment, you 
will not have the same cost-push, But that is no 
way to run a railroad either. 

COMMISSION GIBSON: That is; the cure is 
worse than the disease in this case? 

PROFESSOR SAMUELSON: In some measure that 
is true, I think, 

COMMISSIONER BROWN: Professor Samuelson, 
you did make a remark in your observations that 


Paishism would not work in the United States. Is that 
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because of some rigidities in the economy, or what? 

PROFESSOR SAMUELSON: It would be a very 
long story to try to analyse the mechanism of what 
I have called cost-push, I think I prefer the 
expression "sellers' inflation" as against "demand 
inflation" because that suggests the responsibility 
is broadened. I think it is naive to attribute cost- 
push simply to organized labour. It is very 
understandable that unions will try to get an 
increase in money wage rates, and that union leaders 
will try to get such an increase; but it is naive 
to think that leaders push and that the rank and file 
do not push. The late Professor Slichter, an 
intimate studentof unions, said that union leaders 
lost their jobs more often through a vociferous 
minority in the rank and file who think that the 
leaders are not being active, than because they are 
too active. Sellers! inflation is a phenomenon 
which also involves management. The Phillips curve 
is not merely a reflection of labor push. There is 
involved not only the unions but also the weak or 
strong resistance of management, and sometimes it 
looks almost as if unions are pushing against an open 
door in these matters. 

More than that, let me give you an example 
in the educational field. At.M.I.T. my secretary 
is not a member of a union. I do not think there is 
any particular danger (if that is the right word) that 
she would ever become a member of a union. But she 


must get a money wage increase and "improvement factor" 
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increase along with everybody else. If you ask why 
we pay more, it is because otherwise the quality of our 
people will gradually diminish in recruitment, and 
so forth. If I buy a pair of shoes and I put them on, 
the shoes give me service as a piece of leather. But 
in the case of a wage, the service you get depends on 
what you pay. If you do not increase wages and labour 
is made unhappy, you may actually lose in terms of 
cost. All ie all this tendency toward sellers'! 
inflation and cost-push is rather deep and widespread 
in our system, even involving some of the best aspects 
of our system. 

Take, for example, unemployment compen- 
sation. Very few men of good will think such 
improvements are bad. But it is a fact that Paishism, 
at least in the extreme degree, depends on a change 
in people's attitudes because they are out of work, 
as when the man at the factory gate actually competes 
hard against the worker inside the gate. But that 
does not happen so much any more. Unemployment is 
not quite the uncomfortable thing it was. Mind you, 
it is no bed of roses, but it is not what it used 
to be. All these, I am afraid, have an adverse 
effect on the Phillips curve -- and I use that technica 
expression as a short-hand for certain behaviour 
patterns in modern economies. It is not peculiar to 
any one country. I think Western Germany will find 
itself with a worse Phillips curve in the years 
ahead than it has had before. And I used to envy 


them for their Phillips curve in the decade of 1950's. 
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1 COMMISSIONER LEMAN: Professor Samuelson, 
2 I should like to go back to your refusal to call it a 
3 break-down of the market economy. Perhaps the word 

4 was a little strong, but it is a symptom of the 

5 system of balances that we count on in a market 

6 economy not working in that case, is it not? 

7 PROFESSOR SAMUELSON: Yes. 

8 COMMISSIONER LEMAN: I meant break-down 

9 in that sense. 

10 PROFESSOR SAMUELSON: Yes. 

11 THE CHAIRMAN: There is one point to 

12 which I should like to come back for a moment. You 
13 were discussing friction which arises on occasion 

14 between the central bank and perhaps Congress, or 

15 some other public body of that kind. I suppose that 
16 it.,is- not a unique situation in central banking. Is 
17 it not the conflict which arises so often in this 

18 world between the experts and the amateurs? You have 
19 the central bank,which is a body of highly trained 

20 men in a very specialized profession; on the other 
21 hand, you wane legislators, some of whom may be 

22 experts, but no doubt most of them are not experts 

23 in this particular field, and there is always a 

24 conflict. I do not know whether there is such a 

25 thing as a formula for resolving the situation, but 
26 it is something with which we have to live, is it not? 
4 | PROFESSOR SAMUELSON: I think that the 

28 whole political process can be expected to involve 

29 certain adversary procedures and differences of 


30 opinion, I would think that a central banker who 
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never had any trouble with the government was probably 
a central banker who was not doing his duty. On the 
other hand, I think it is a little more than a 
question of expert versus amateur, because that 
conflict can arise everywhere. The central banks! 
conflicts with government, the big ones typically, 
are almost always the conflict between those who 
want more expansion and those who want less. It is 
between those who want more aeesheseaceaad to the 
internal and the external value of the currency, and 
those who prize production more. If it were just 
expert versus amateur, I suppose 50 per cent of the 
time the central bank would be on one side and 50 
per cent of the time it would be on the other side. 


But today I think we see a more systematic pattern 


than that. 
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In the case of that Australian crisis, 
which I mentioned in the 30's, Australia wanted to 
do what almost every country in the world was doing 
at that time, namely to undertake a deliberate 
expansionary policy against the great depression. 

Had I not heard about this case and had somebody 
propounded the question to me that there was conflict 
in Australia and who was on which side of the conflict, 
I think I would have made a pretty accurate guess as 
to who was on which side. So, it is a special kind 

of conflict. 

I do not know how you define an expert, but 
if you would be kind enough to include a person like 
myself as an expert --- 

THE CHAIRMAN: Oh, yes. 

PROFESSOR SAMUELSON: In doing so you 
would blanket in quite a number of academic economists. 

THE CHAIRMAN:. You might include me as an 
amateur. 

PROFESSOR SAMUELSON: Taking the fashion 
of academic economists as it is now in the United 
‘States I think it is fair to say that those of us 
experts who have a Freudian love for the Federal 
Reserve and think of it and henpeck it all the 
time point our general henpecking and nagging in 
the direction of regarding them as being too 
concerned about price stability and too willing to 
tolerate a sluggish economy. 

Mind you, these are subjects of dispute 


and this is a matter of opinion. Chairman Martin, as 
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1 an example, has repeatedly said that he is not for 
2 a sluggish economy, but he thinks price stability is 
3 the indispensible way of getting a sustainable high 
4 employment economy. So, it is not merely a difference 
5 in price and other goals, but is also a difference of 
6 opinion as to mechanism, 
a The Lord knows that in the United States 
8 government itself there is no one opinion. One 
9| would expect that if there were a closer co-ordination 
10 between the central bank and the governments of the 
11 world, as I have in effect advocated, there would BtiLt1 
12 be a difference of opinion but I think ---- 
13 THE CHAIRMAN: Well, there would be a 
14 difference of opinion within the banking circles as 
15 well as outside the banking circles. You have 
16 differences of opinion everywhere, 
17 PROFESSOR SAMUELSON: Yes, but in the end 
18 who is to win in the show-down? That is the problem 
19 which was not clear in the tradition of central 
20 banking in former times. I think it has been clari- 
21 fying itself. 
22 THE CHAIRMAN: Could you say anything about 
23 this as to the general improvement of understanding 
24 on the part of those who are concerned with policy 
29. with respect to the function of central banking, 
26 and so on? Iam thinking of the legislature on the 
27 one side where legislators are concerned with the 
28 views: of people who think that money is too tight and 
29 they do not like it--- the shoe pinches, and that it 


30 is the view they present. Do you think there is any 
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improvement, that there is a chance of much improvement 
for greater maturity in the thinking of the mature 
legislator in problems of this kind? 

PROFESSOR SAMUELSON: I think that these 
things go in cycles, and I detect a little improvement. 
I do not want to use pejorative words but when a 
"Populist" philosophy is very dominant in legislatures 
you have the greatest friction. At a time when that 
particular philosophy is not rampant in the electorate 
you have less friction. 

Mr. Dooley said that the United States 
Supreme Court follows the election returns, That is 
a joke. It is somewhat true that the central bankers 
of the world also follow the election returns. 

Montagu Norman -- and he is one of the 
last who had quite a lot of unilateral power -- 
thought he had the right to nag; in fact he had the 
duty to nag and he had the right to protest, and 
publicly protest. I have now ceased to quote him, 
but he also had the right, which every public servant 
has, of resigning in a huff and with a blast. I 
think’ that is°a very important right. It is a right, 
by the way, which any civil servant has, and which a 
political figure within government has. If I were 
drawing up a constitution I would put in some specific 
features on how to handle conflicts not seeaaas the 
details are important in their own right, but to set 
up a machinery for dramatizing issues. But in the 
end the central banker would have to bow to the 


will of the responsible elected officials. 
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COMMISSIONER LEMAN: Perhaps we should put 
a rule in that central bankers be prohibited from 
holding any wake? assets or any near-money assets at 
all. 

PROFESSOR SAMUELSON: Are you thinking of 
conflict of interest in the person himself? 

COMMISSIONER LEMAN: Well, he might have 
a bias. } 

PROFESSOR SAMUELSON: I do not think that 
is really a serious problem, but we have a rule, 
as you know, that the Secretary of the Treasury cannot 
hold government bonds. He is the only man in the 
United States who is not personally allowed to hold 
any government bonds. We also have a rule for 
government officials that sometimes they must not 
eontrol common stocks. I will be somewhat facetious, 
but instead of getting out of common stocks perhaps 
they should be made to get into a balanced mutual 
fund so that they would remain part of the human 
race, That would be a more neutral state for them 
to be in than holding only money or gilt-edge type 
of instruments. 

COMMISSIONER LEMAN: I was not being too 
serious myself with that question. 

COMMISSIONER GIBSON: I should like to 
ask Professor Samuelson a few questions about the 
effectiveness of monetary policy and how it works. 
You say at the beginning of your memorandum that it 
has great potency to stimulate, stabilize and depress 


a modern economy. You go on later at pages 11 and 12 
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to point out that a monetary policy is more effective 
in some circumstances than in others. You point out 
that when it is used vigorously in a restrictive sense 
it can be very effective and possibly too effective 

at times. You also point out that there is the 
difficulty, when it is being used for restrictive 
purposes, that a little may not have much effect, but 
that after a while it will suddenly take. 

You also make it clear on the other side 
that it may be very difficult for a monetary policy 
to be effective in real depression conditions. What 
I am wondering is how you think it actually works? 
Does it work through interest rates, and what parts 
of the economy does it particularly affect? 

PROFESSOR SAMUELSON: I had intended to 
have a whole section on that subject with headings 
such as Open Market Operations, Discounting Operations 
and Reserve Ratios, but again the clock and my 
schedule did not permit me to get to that. Therefore, 
I would be glad to give my views on the subject. 

First, may I say with respect to one 
aspect of the question you asked, namely, whether a 
little-money monetary policy does not have much 
effect but a bigger one can create catasmic . effects, 
that was not my opinion. What I mentioned was that 
such a view could not be dismissed as illogical and 
impossible, but in point of fact I do not think that 
has been our experience. I do not want, therefore, 
to press that as my view; indeed I wish ae express 


some skepticism about it. 
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When I speak of conventional monetary 
policy, I have in mind primarily the open market 
operations, which for the American economy is the 
important weapon. I also think it is the important 
weapon for the British economy, although in the 
British economy it is aborted to some extent by the 
discounting facilities that are available. I do not 
wish in the presence of experts on the Canadian scene 
to say anything about the Canadian situation because 
of my ignorance, This particular set of operations 
is primarily, important because it affects the 
interest rate structure and the availability of credit. 

It has. a secondary importance which I do 
not want to belittle because it also affects the 
valuation of assets. When interest. rates are high the 
price you ean get for the real assets you already own 
is low, you feel poorer and you will consume less; 
and, aS a businessman, you are less liquid and 
less free to,,invest.),. Its.primary function, is. the 
effect it has on the terms of trade between the 
investment. of a reserve and the return of that 
reserve.in fruit at some; later, date... By; the 
"interest rate" in this context I. do not mean simply 
the bill rate, I mean the rate on gilt-edge long-term 
government securities. | 

The profit rates which businessmen would 
seek, and which they will often insist upon getting, 
are not in the order of magnitude of 2.9 per cent, 
even though in the New York money market at this 


time the bill rate is about 2.9 per cent. They 
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may be on a before-tax basis for a certain kind of 
corporation, 12 per cent. However, it is an empirical 
fact that when you engineer a bill rate of 2.9 per 
cent as against 4.9 per cent, the effective profit 
rate which businessmen will have to get may go from 
12 per cent to 18 per cent. r think if you were to 
interrogate businessmen you would often get denials 
on this. But my experience in talking to businessmen 
and looking at the figures and in thinking about how 
I would react in their shoes, suggests to me a lot of . 
things that pay at 12 per cent ee do not pay at 20 
per cent. The argument which I must fight against 
is very familiar to me because I myself at various 
stages in my life have believed in it to a considerable 
degree, namely, “Well, what is the effective interest 
rate on anything?" As a consumer it does not matter 
to me what the interest rate is, and I spend about 
the same fraction of my income independently of it. 
Some people would take the following view: 
With respect to business, for very short-term assets, 
the interest is not a very great cost. For very 
long-term assets -- and I am ani st quoting directly 
the words of Professor J. R. Hicks of Oxford University 
-- the uncertainty is so dominant that the interest 
rate washes out. That leaves you a razor's edge 
of something that is between a long-term risk 
investment and a short-term investment, and you cannot 
do much operating on a razor's edge. I think that 
view is pretty substantially correct with respect 


to a short-term carrying of inventories. 
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Sir Ralph Hawtrey, one of the most renowned experts 
in our age on monetary policy and central banking, 
has always insisted that there exists somebody 
called the trader, one au carries interest on money. 
This chap is a very shiftable fellow as to the amount 
of inventory he will.hold, depending on expectations 
of interest rates and the actual interest Tee a's nl 
cannot. profess to be an expert on the English 
countryside but I cannot find this fellow in the 
American countryside. 

But often a businessman is concerned 
because he cannot get adequate bank credit and finance 
at the going rate. And such credit availability, or 
unavailability, is correlated with movements in the 
interest. rate structure. 

I think for long-term investments the 
factor of uncertainty is very important, but it is 
quite wrong to think that it washes out the interest 
Late, factor. «india ve, 8 badded ia great number of 
prospectuses of toll roads and bridges and it makes 
all the difference in the world, particularly for 
the promoter, whether he can make a million dollars 
if the capital that is available to him is available 
at, let us say, an 8 per cent rate or whether as 
a promoter the capital is available to him only at 
a 20 per cent rate. It may seem shocking to talk 
about 20 per cent rates, but if one reads the Wall 
Street Journal very carefully and follows the 
fortunes of companies like -- well, perhaps I 


Should not name any particular names -~ one will find 
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that nae companies which build our biggest sky- 
serapers and grandiose hotel projects are paying 
20 per cent rates for money in many periods. You 
have got to be awfully smart and have an awfully 
good deal to be able to make money when you are 
paying off your borrowed money at 20 per cent. 

So far as productive investment is 
concerned, I think that the longer the run that takes 
place the more you will get a choking canes invest- 
ment at high interest rates, and a coaxing out of 
investment at low rates. 

As I qualified myself in my paper -- you 
must remember that I am a professor, after all, so 
I do qualify my remarks -- there are deep depression 
times when there is not much potency in conventional 
monetary policy in either direction. I do not think 
we are in those times most of the time. One of the 
greatest challenges, I think, to the American system -- 
and here is where the central bank will have direct 
responsibility -- is to find means whereby we can get 
a deepening of capital. Can we move from projects 
that promise a 30 ane cent return down to projects 
that promise a 20 per cent return, down to projects 
that promise a 15 per cent return, if that is the 
way the wind is blowing and technological change is 
not throwing up 30 per cent projects? We have 
to ask ourselves that question because in our kind 
of capitalistic system we want to behave well, not 
only in the sunny weather but also when the sun is 


not shining. I do think we need to get business 
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concerns to set their sights down lower and lower, 
They do gradually learn from experience,and they ew 
that rather than sitting on their hands they should 
do something, and that it is better to get an 8 per 
cent return than to get no return at all. 

I think it is here that the central bank 
has a great role to play in monetary a - Ihave 
‘not eo on credit availability --- 

COMMISSIONER GIBSON: Before you go on to 
that may t ask if you think that gradual changes in 
interest rates of he proportions upward ” down- 
ward have a fairly wide effect on long-term investment 
decisions, or is ita pretty narrow margin that these 
changes work in? 

PROFESSOR SAMUELSON: I think that gradual 
changes in interest rates have gradual effects on 
investment over a fairly wide area, but the degree 
of those gradual changes increases nideishin ‘dhe time that 
is allowed to elapse. The width of the effect also 
becomes greater in time. 

In saying this I do not mean to sugges 
that you can expect an increase in interest rates to 
affect every activity in the same way. Housing 
interests will come to our Congress when money gets 
tight and say: "We are affected more than the 
wholesale drug trade, and that is unfair". I will 
not agree with that. It would be wrong to think 
the purpose of an interest rate policy is to cause 
a one per cent reduction in everything, because at 


a lower rate of interest certain changes in the 
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composition of the economy are what are required for 
efficiency, and to fill the needs of the public. 

COMMISSIONER GIBSON: In sonke words, 
you say there is more doubt about a long-range 
decision and, therefore, more reason why it should 
be postponed for the time being? 

PROFESSOR SAMUELSON: Yes, and even in a 
world of certainty a high interest rate is an 
indication that society is not in a position to: lock 
up its resources for 50-year periods as against 
25-year periods. A country like India should by 
no means think it should produce houses of the 
durability of houses in the United States, because 
that country has a different capital Socunuent Times 
of great capital stringency (for example immediately 
post-war), when a lot of things ought to be done, 
then probably schools -- and I am thinking of schools 
in Cambridge, Massachussetts, and where I live in 
Belmont, Massachussetts -- ought bo be portable 
schools; they ought to be temporary structures with 
some of the disadvantages that that implies. Later 
on, when society, so to speak, gives the go-ahead 
signal to deepen its capital, these inadequacies can 
be corrected. 

The interest rate structure, including 
the imperfections of society that create the 
availability, is an appropriate signalling device. 
Although it is wise it is not perfectly wise. 

COMMISSIONER GIBSON: And it is not 


discriminatory, in a sense? 
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PROFESSOR SAMUELSON: The English language 
is very interesting. "“Indiscriminate" and "dis- 
criminatory" come from the same root, and one sounds 
bad and the other sounds bad in the opposite sense. 

I would say this is a discriminate thing. It is 
not arbitrarily discriminatory, 

Now, in the short run, given our market 
imperfections, there are special problems associated 
with the availability of capital to large business 
as against small business, and perhaps what is of 
more importance is the availability of capital to 
established business, whether it be small or livdes 
as against the availability of capital to new business. 
Even that is not completely arbitrarily discriminatory 
because when capital is very scarce -- I am speaking 
metaphorically -- society cannot take risks with 
respect to untried projects that it could properly 
take at another time, So, part of that discrimination 
is discriminate, but it is not arbitrarily dis- 
criminating. 

COMMISSIONER GIBSON: That is very 
interesting. Would you like to go on to the question 
of availability of funds? 

PROFESSOR SAMUELSON: Yes. With respect. 
to the availability of credit I think that that is 
an important mechanism in the short run. I ought, 
though, to say that I have testified before 

” Weaeant at some length on this subject, and in that 
testimony I have pooh-poohed the notion that it is 


only through credit availability that interest rateswork. 
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I will supply your secretariat with the proper 
reference if you would like me to do so. But 
im ithe short run I think it is an important 
mechanism, 
It works in this way. In my country © 
it is very common for a commercial bank to have 
an interest rate of 6 per cent on a commercial loan. 
That will hold good without variation for three 
years, or maybe ten years or fifteen years. It 
will also hold as between a very substantial and 
reliable company and a less tried and true company. 
If you then look for the effect of Federal 
Reserve policy on the interest rates charged to 
borrowers you might be excused for thinking that 
there was no effect -- that the rate was always 6 
per cent. But if you go below the surface you will 
realize that there are compensating balances which 
are required from different companies, and in 
different degrees. If the Federal Reserve engineers 
a tightness of the bill rate from 2 per cent to 
4 per cent, the chances are that a borrower in the 
Boston area, who had to keep only a 10 per cent 
compensating balance previously, will now be asked 
to keep a 30 per cent  dicibiouinbepilagiayineneai seas The 
true cost, of course, of the borrowing is 6 per cent 
on the whole sum, but how much of it os you have free 
to use for yourself? If you have to keep a 50 
per cent compensating balance then the interest rate 
would be equal to 12 per cent per annum. There are 


many devices of that sort that are concealed, and yet 
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there is not a simple rationing. It is rather like 
the auction market in that you do not see the true 
price. 

We do not have in my country the custom 
of having rates geared to the discount rate so that 
the Federal Reserve can automatically on one day, 
by changing its discount rate, change the terms 
charged by the banks to a wide number of borrowers. 
We have a man-made device which is a salva: 
enterprise device, and that is the so-called prime 
rate. 

I think a SAG of customers find 
themselves in a certain Peek mat abies the ‘prime 
rate. The prime rate is a cartel-like rate set up 
by the principal banks for the so-called best 
borrowers. Even it is a signalling device, but it 
is variable because at certain times my medium- 
sized successful company will bea member of the 
elub and will be able to borrow at the prime rate, 
but when money is more stringent I might find out 
that I am not a charter member of the club and I 
no longer qualify for the prime rate. It is a 
complicated system, 

We have the bested ai paper market, and 
when the banks are being very sticky, and are out of 
tune with the market, companies will go into the 
commercial paper market, where the rate is very much 
like an auction rate. 

| All in all, I would argue that there are 


in the short run very substantial and dramatic effects 
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from credit rationing, or the availability of credit. 
The longer the run for a certain period the more 
these things merge into actual pecuniary charges, 

so it. is more as if the rate were going up. There 
is a certain amount of unevenness in the process and 
I think certain things could be done about it; but 
the principal mechanism,I think, operates through the 
whole interest rate structure. 

COMMISSIONER GIBSON: But, so far as the 
effect of monetary stringency on inventories is 
concerned you would say that that would work more 
through availability or more through actual changes 
in the cost of money?: 

PROFESSOR SAMUELSON: I would say that 
so far as inventories are concerned it probably 
would be more related to availability. 

There is another factor, I cannot call 
it moral suasion, but it is the sort of thing that 
applies typically to a small business or a medium- 


sized business when it is in a certain relationship 


with a banker. That business gets advice from the 


banker, and much of that advice is like the advice 
reeeived:fromian uncle. hsYou'canrtake it°’or*leavevlt. 
But, the fact is, that bankers supply money and when 
you, a car dealer, let us say, are tales "We are 
going to drop the boom on you if you keep this 
number of cars", you jolly well begin to discount 
your cars and order less. There is that sort of 
suasion factor which is backed up by a certain 


amount of economic power, and I think it is quite 
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important. 

COMMISSIONER GIBSON: In other words, 
bankers! views about expectations are transmitted in 
a fairly effective way? 

PROFESSOR SAMUELSON: Yes, including the 
banker's view of the leanness of his liquidity | 
position, which the Federal Reserve has direct means 
of affecting. 

COMMISSIONER GIBSON: How much do you think 
these reactions work on expectations rather than 
immediate effects? 

-In other words, when interest rates go 
up, or in one way or another the cost of getting 
money goes up a pike and money becomes a little 
harder to get, is it just this that causes people 
“ change their views a little, or do they say that 
this means a different economic ice ne ae perhaps, 
and it is a signal that money may be harder. to get? 

PROFESSOR SAMUELSON: I think in the very 
short run there are significant announcement effects 
of changes by the authorities which change the 
expectations of the participants: in the economic 
scene, and which could have important effects. But, 
I think many. of the economists of my generation tend 
to exaggerate the expectation effect. | 

I will call your attention to the review 
by Professor J. Gurley of the Radcliffe: Report in 
the American Economic Revilew.>: In, fact, I made 
reference to it in my submission. One of the things 


he pokes a little fun at is that the Radcliffe Report 
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took much too seriously the view that expectations 
and intentions are what cause changes rather than 
real actions. It is rather like the Mikado: when 
he said a man was to be executed it was as good as 
done, and therefore it was done. My view is that 
you do actually have to change the amount of 
liquidity in the system, 

I think that announcements affect 
expectations if people have learned that these are 
the correct signals of changes in the actual avail- 
ability of funds, and they anticipate them a little 
bit; but let the central bank start making 
announcements which it does not follow through, 
then it will be like King Canute and the tide. 

You can tell the tide what to do but it will pay 
no attention to you. People will soon learn not 
to pay attention to your announcements. 

I do not think that it is a sort of 
bootstrap operation, that by making people think 
monetary policy is going to be tight they will act 
as though it is tight, and you do not really have 
to tighten it at all. You can catch them once on 
that sort of operation, perhaps, but not repeatedly. 

COMMISSIONER GIBSON: We have had it 
suggested to us. that in some other countries -- not 
the United States-- it is only major and striking 
changes in monetary policy that have much effect on 
the business community's attitude, and that these 
small changes edging this way and that way have 


comparatively little effect. Does this make sense 
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from the standpoint of the United States, in your 
thinking? 

PROFESSOR SAMUELSON: I think that the 
accumulation of small effects does not dissipate the 
effect. I do not believe, in other words, in the 
threshold phenomenon -- that if you sprayed paint 
a little drop at a time all over this table you 
will not even see the difference. What you will 
see is over a great expanse a very thin difference 
everywhere, 

I am of the opinion, shauen? that the 
zealots for monetary policy, particularly those who 
argued against credit when the Federal Reserve was 
trying to get its freedom, are wrong when they say 
that when you let the price of bonds get to $97 
you have got the tight monetary pelaaciied want. 

I think the evidence is against that.. It is not 
that there is any optical illusion. If I could 
lapse into my academic manner and draw a cares 

of the relationship of the degree of monetary 
policy to its degree of effectiveness you would 

see that it is not that there are threshold effects 
but that there are corners in the curve, and 
discontinuities. It is rather that the curve has 
a substantial slope, and it takes a considerable 
interest rate change to have a considerable effect. 
You do not have great effects from small things. 
Technically speaking, you do not have an infinite 
and real elasticity of response in your functions 
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spending activity by various changes in the level 
of central banking activity. Even at the best of 


times I do not think you have that sort of effect. 


--- Short recess. 
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THE CHAIRMAN: We shall now resume. 
Mr. Gibson? 

COMMISSIONER GIBSON: Mr. Chairman, when 
we broke off Prof. Samuelson made a number of 
interesting comments about how monetary policy works 
or how changing credit in monetary conditions works, 
and he left me with the impression that the consumer 
isn't very much affected in this pattern and particular y 
that long-range investment decisions and, to some 
extent, the inventory decisions, were the operative 
parts of this phenomenon, 

If -this is fair, I would like to go on 
and ask you how you think airapaaes and views about 
liquidity affects spending decisions? This is 
another way of talking about the same thing, really, 
but we have heard a lot of broad liquidity concepts 
Sinee the Radcliffe Report and I wonder if you would 
care to say a bit about how you think people view 
this question and if it does affect their spending 
decisions? 

PROFESSOR SAMUELSON: May I first say that 
the consumer, as house owner and ower, is quite 
eonsiderably affected by credit, but as a purchaser 
of cigarettes and breakfast foods and even of 
washing machines he is probably not so importantly 
affected. The state of liquidity is an important 
variable, I believe, for investment decisions, and 
therefore it is important. I think that the central 
bank 1aién it sticks to conventional operations is, 


to some degree, altering the distribution of liquidity 


. peuwect won Siaie ow: 


4 d ‘Zs 2¢ 7 


— nedw . sorted .oM :WORETD AMMOLEAIMMOD 
| qo isdmunt s ebsm noafLoums® . 101% To sxotd ow 
aitow yotfLoq yredenom worl tvods atmemuco gntteetotat 
_exitow enotdibros yissenom at ¢ibets yatgasdo wor to 


tesweroo srit tart notesetqmi st diitw om Stef ed bas 


tsluottisq bas mietisq atdd at befoeltIa doum yiev 3'net 
emos of .bms antoltetoeb inemtasvat eymat-gnol saris 
eviserteqo srt stew .anotetoeb yrotnevat ed? .jneixe 


-ftoremorenq eins to atisq a 


mo og o¢ extf blyow I .ttat elt atds- ci 
guods awelv bas aebusisis anisds voy wod voy Ass bas er 
et etdT fanolatosb antbreas astostis yitbiuptl bi 
.Vilfset .gntd? emse oi? Ivods pnixiis? Io yew sedisons rat 
etqeonos yilbSiupl£ bsotd to gol s bised evan ew gud él 
biuow woy tt zasbrow I brs trogef sTilfobsi siz sonte Ly 4 
wetv eLqoeq Antd? woy wod twode tid a yea of s1s09 at 
anitbmegs sted? goelise esob Zit tt bas notvseyp ald er 
fanolatoeb os 
jadi ysa tert? I yam :MO@IZUMAE AOSAZIONY rm 
ny at ~tewo bas terwo esyvor es ,.temwanoo edt se 
isesnotnd s as sud  tibeto vd bevoelts y[derebltenoo PAN 
; to meve bans aboot tes blse1d bas settetsyto To PAN 
yitnesrogqmt of ton yldsdord et en sentdosm gatdesw es 
drogmt ms at ystbivpt{£ to evste saT .dstooTis as 

bn goa Lomb tnemvesvnt tol .evetisd I .eldsiisv wt : 


lensiauss ent gas Antds I .tnatroqmt st st stotereds 
i, ~8t anoltisisqo Isnotsinevmoo ot eNotte ti merw xined 


Ystlbtupt£ Yo mottudiatetbh edt amtrodfs .soTgeb emoe ot — 
af | 7 | ~D, : ie is. i) 


Nethercut & Young 


Toronto, Ontario 


- 6264 - 


rather than changing its total. 

For example, if you confine yourself to 
the most conventional of central banking operations, 
which is the purchase of a short-term government 
security, like a 90-day instrument, the central bank 
is merely putting out cash and taking in a near 
money substitute. The total of liquidity is probably 
affected, but it is not affected substantially. ff 
the central bank were very unconventional -- which 
I am not suggesting here -- and dropped money from 
aeroplanes, aside from any interest rate effect, 
there would be a very substantial effect upon 
liquidity and upon the asset structure and that would 
show itself in operations. If this could be expected 
to be a repetitive act, I would almost transfer it 
to the area of flows rather than stocks, because each 
person would total up his income and say that you 
could haul around a certain amount of money as a 
labourer or that I will get my dividend cheque 
by mail or by manna from heaven, and this would 
have very substantial effects. But the conventional 
thing which the central bank does is exchange one 
kind of asset for another, 

A reserve ratio change, which can have a 
very potent and dramatic effect in the United States 
is used only at infrequent intervals, and that can 
have a strong effect upon liquidity. I included, 
therefore, in my interest rate effects, which I 
enlarged upon earlier, a certain amount of these 
liquidity effeects,because it is by affecting the 
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stocks of different assets or, if you like, the 
liquidity position of the community, that these 
interest rate changes take place in the market place. 

I have never criticized the Radcliffe 
Committee for its sdshalle on liquidity, but I have 
eriticized it for thinking that that emphasis on 
liquidity in some way negated the potency of 
ordinary central banking. What it does negate is 
simply quantity theory reasoning and rules for the 
central bank. The interest rate effects I have 
been speaking about are very closely related to 
liquidity effects. 

Now, I should perhaps point out that when 
you get manufacturing corporations depending very 
much upon internal finance and being very liquid in 
that sense, you will have a time when the same 
patterns of central banking activity will have less 
effect upon their investment spending because such 
corporations work through their own banker. under those 
eircumstances, and liquidity enters in that particular 
way. 

If I deal with the fundamentals, I would 
also have to point out that the way we financed 
World War II drastically altered in the post-war 
period the total amount of cash in the community, 
plus the total amount of assets in the form of 
government bonds. Now, it wasn't a mere swap because 
the typical American individual, when he owns a 
govsrhinent bond, doesn't say to-himself, "True, 


I own this bond, and as a person and as a taxpayer 
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I will have to pay the interest on it and hold it 
for a certain date and therefore when I draw my 
balance sheet of net worth I will cancel out my 
ownership on the government instrument by my 
obligation as a citizen". If he did this, then 
there would be no massive iricrease in liquidity, but 
there was a massive increase in liquidity and it was 
related to the wartime central bank and treasury 
activities. I don't therefore, want to go on peacrd 
as putting emphasis upon the existing rate structure 
ina way that denies that liquidity has an effect. 
There are also some independent liquidity 
factors, and I will make one last remark in this 
connection. In the years after the war in connection 
with the New York Federal Reserve Bank, and 
particularly associated with the names of Alan 
Sproul, Professor J. H. Williams of Harvard 
University and the New York Federal Reserve Bank, 
and Dr. Robert V. Roosa, then director of research 
and vice-president for the New York Federal Reserve, 
and now under-secretary of the Treasury, there 
grew up a notion -- almost a mystique I would say,-- 
that the central bank can shedinp ri zh much by 
creating uncertainty. In addition to the pattern of 
interest rates which you read about in the New York 
Times in the morning, there exists varying degrees 
of uncertainty. What you don't see is that Alan 
Sproul, like a Toreador, is waving a red flag so 
that the bull can't understand which way he will go. 


So superimposed upon that same structure of interest 
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rates is a degree of uncertainty which makes people 
feel less liquid and therefore has a restraining 
effect. In that sense of liquidity, of uncertainty 
about changes, there are some effects. I think 
the New York Federal Reserve school exaggerated them, 
but perhaps it was in a good cause at that time. 

COMMISSIONER LEMAN: May I ask a question 
at this point? After the war the holding of govern- 
ment bonds by the public or by a dabizen who would 
’ draw up his balance sheet, I thought you said that 
there could not have been a purely rational analysis 
of this situation in increased liquidity because he 
should have realized that he would have to pay for 
the services and the fact is that on any such balance 
sheet which he would make he considersthe obligation 
to pay forothateas a long-term sort of obligation, 
whereas he still considers the bond as an asset? 

PROFESSOR SAMUELSON: I want to be 
absolutely non-committal in terms of whether it is 
rational or irrational for him to do what he does, 
but I do mean to assert that he doesn't treat as 
a Liability the full equivalence of that asset. If 
you want me to comment on whether I think it is 
rational <--- 

COMMISSIONER LEMAN: He is bound not to 
treat it as a current liability? 

PROFESSOR SAMUELSON: Yes. 

COMMISSIONER LEMAN: But he may treat it 
as a liability, if he wants 1t to be a liability, 


but not a current one; he will treat the bond as a 
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current asset? 

PROFESSOR SAMUELSON: I think I will put 
into the record now that you said it was rational for 
him to act in that way; I don't pass judgment on 
that. 

THE CHAIRMAN: Yes, but the liability would 
be his and it would have to appear in his balance 
aaae whether he owned the bond or not. 

PROFESSOR SAMUELSON: Yes. What I meant 
was the following. For a consolidated balance sheet 
of all the citizens in the community, if it were true 
that those who owned bonds were matched by a recognitio 
on their part of their share of the liability, and for 
those who didn't own a bond, the recognition of their 
part of the liability, so that when we consolidated, 
the total of the liability naobied suke total of the 
asset, and this conditioned each person's behavior; 
then, I don't think that the system could be regarded 
as being terribly more liquid than before. Whether 
it is rational or not, I don't believe that the 
community acts in that way. It.acts as lf it is 
richer than certain methods of accounting would 
suggest it really is, and that is why I say, -- 
without any moral judgment or any statement of 
whether it is rational or irrational -- that the 
American people came out of the war in an extremely 
liquid position... If.you press me, I will comment 
on the rationality or irrationality of it, but 
if you don't press me, I will not! 


COMMISSIONER LEMAN: I wish you would. 
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PROFESSOR SAMUELSON: I think as far as 
the individual is concerned, in the stream of history 
and knowing the way the nation keeps its books with 
respect to generations, and so forth, that a case can 
be made out that it is not irrational for me to 
disregard this obligation. I only keep in mind 
what my tax rate will be in the next ten years, and 
what my income will be in making my decision. I 
don't go around with the load of the public debt on 
my shoulders, or when I look at my children I don't 
see a phantom public debt on their sHoaldeBat and 
when I look at my phantom grandchildren -- who have 
not yet appeared -- I don't see them with 7 load of 
debt on them. | 

| And the same problem could come about with 
respect to the issue of currency. If you don't think 
the society is a going concern, you should look at 
all the currency in the community, which is the non- 
interest bearing I.0.U.'s of the government. The 
answer to the question what is it payable in terms 
of “ls simplyr rt’ is payable only in terms of 
whether T.0.U. The public debt is a’ sort’ of fiduciary 
issue. 

All we think about in our lifetime is that 
you cannot take it with you, but before you go you can 
do something with it, and we take that to be a fact. 

If you thought of society as having a 
declining population and liquidating, or if you 
want an exercise with respect to doomsday -- say that 


it is vouchsafed to you that an atomic bomb will fall 
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nineteen days from now at one o'clock -- some quite 
violent things would happen no doubt to the velocity 
of circulation of money under these circumstances, 
particularly if there was a division of opinion. 

COMMISSIONER BROWN: If you once started 
on this you would have to take into consideration 
their share of the assets, too? 

PROFESSOR SAMUELSON: Yes, but most of the 
World War II debt was incurred for the worthy asset 
of preserving our way of life. 

COMMISSIONER BROWN: There are a few 
capital assets? 

PROFESSOR SAMUELSON: Yes, government 
has quite a lot of awevhis | 

COMMISSIONER BROWN: And some of these 
assets are liabilities in the sense of maintenance 
and so forth? 

PROFESSOR SAMUELSON: Yes, it is like some 
of the savings my wife makes; we can scarcely afford 
them! 

COMMISSIONER GIBSON: Isn't it true that 
when a business community issues a lot more short- 
term paper that this makes the whole community feel 
more liquid? There are two sides to that too. This 
short-term business paper and liquidity assets for 
a lot of people has an advantage but this can be 
restricted by the issue of paper which will off- 
set pie 

PROFESSOR SAMUELSON: There is the old 
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lives by taking in each other's washing. I think 
liquidity is like that; we all live by the promises 
we make to each other and there is a kind of a social 
contract and social concensus, which is why I accept 
a Canadian dollar bill when you give. me one. But 
suppose that at any instant in time everybody began 
to have doubts about it being a going concern, then you 
get an internal-drain crisis -- which we have had in 
history -- where you get a run on the banking system. 
It is interesting to me that in a simple statement to 
you I was mentioning what is, after all, probably 
the most important function of a central bank, but 
which is so taken for granted that we never even 
mention it any more -- that at a time sf internal 
crisis, when people have doubts about the liquidity 
and soundness of a fractional banking system, the 
central bank is there if necessary as a legitimate 
counterfeiter to satisfy that demand. I emphasize 
this because there is no fractional reserve banking 
system that can liquidate itself if everybody wants 
his money simultaneously. mas ome Mt cannot do it 
without the aid of the central bank. Since the time 
of Bagehot it has been recognized by experts and 
ever since 1935 it has been recognized by legislation 
that the function of the central bank is, in such a 
situation, to create the liquidity that the public 
wants. Of course, once the public knows it can get it, 
it typically doesn't want it. 

. COMMISSIONER GIBSON: You are emphasizing 


that liquidity is a state of mind rather than a 
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Terento, Ontario 
measurable clear-cut phenomenon? 

PROFESSOR SAMUELSON: Yes indeed, because 
when we analyse liquidity technically we find it 
refers to two or three features and one, from the 
individual standpoint, is: is this thing transferable. 

Now, there were some horrible mistakes made 
by the founders of the Federal System in 1913 in this 
respect; they thought that the most liquid asset 
imaginable was a 90-day or a 180- day promissory note 
from a local hardware merchant or a local farmer with 
the bank, whereas they thought that an 80-year 
government bond -- that is, a bond with a maturity 
of 80 years -- was one of the most illiquid things 
possible. Now, from the standpoint of transferability 
this is not true: You can sell government bonds on 
Sunday; that is, one bank can sell government bonds 
on Sunday. But one bank alone knows the credit- 
worthiness of its neighbour and his I.0.U. is not 
liquid in that sense. The founders had a grain of 
truth on their side: namely, that in ordinary 
eventualities, the cycle of repayment meant that 
the hardware dealer.was supposed to get out of debt 
at the end of that period. (But any person who has 
lived in a small town knows what the actual facts 
are, that there was a renewal of these notes in 
many cases.) 

Transferability from the individual view- 
point is an important aspect of liquidity and, of 
“course, it is not the same for the group as it is for 


each individual. Transferability at a. predictable 
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Terente, Ontario 
price is another aspect of liquidity and here the 
80-year bond is not as liquid as the 90-day bill. 
All these things are states of mind. 

At a time during the 1930's when people 
were pre-occupied with the high money rates that 
prevailed in the 1920's,.they felt whee return to 
long-term government bonds -- be it 30 years duration 
-- didn't seem like a terribly liquid thing to 
individuals and therefore there was this liquidity 
preference. I believe that the technical explanation 
is not a hard concept; it is a fluctuating thing 
and fluctuates with circumstances and also fluctuates 
with the induced activities and utterances of the 
eentral bank and it does have subsequent effects 
on certain kinds of spending. 

COMMISSIONER GIBSON: Do you think it is 
possible to analyse in a useful sort of way the 
current attitude toward liquidity. We have had 
certain people before our Commission, business people, 
and we have asked them how they feel about this, and 
how their decisions are changed by a change in the 
degree of liquidity in their concerns and so on, and 
we got rather varied answers. There was not anything 
very clear about it. The only thing I got out of it 
was the idea that maybe they would move in the same 
sort of direction, although their habits were 
different under some circumstances. Is there anything 
you want to say about this? This is an area that 
does — seem to have been explored very well. 


PROFESSOR SAMUELSON: I think that the 
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actual observed actions of business will not prove to 
be quite the same as their verbal utterances in respect 
to those actions partly because there is a certain 
amount of rationalization involved, partly because 
the form of the question is different andipartly 
because of the fact that you don't have to be able 
to articulate what it is you are doing. I think the 
suggestions and the reasoning confirms the 
proposition that the more liquidity their business 
has the more willing it is at the margin to tie 
itself up in capital formation which uses up liquidity. 
If you have more of something to devote to a purpose 
you won't devote all of it there, because you want 
liquidity. But you will have a little more surplus 
liquidity and, therefore, you will invest more. 

We have had some excellent statistical | 
studies that throw some light: on this. I would refer 
to Professors John Meyer and Edwin Kuh,who have a 
book on the subject, and it is their conclusion 
that a good deal of the investment behaviour of 
American manufacturing enterprises in a number of 
post-war years could be explained and related to the 
cash flow that comes to them through earnings pilus 
depreciation and accruals. I think that recommends 
itself to our reason, as we think what we would do 
if we were businessmen and found some of the facts, 
but the relationship is not rigid. There is a time 
like now when there is a considerable amount of 
énadenve that American corporations this year are 
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viewpoints, and have not used up that liquidity by 
elaborate plant and equipment investment commitais. 
This suggests to me that at this time if the Federal 
Reserve eased there would not be as big a reaction 
to that degree of an easing as there would be at 
some earlier time when business liquidity seemed 
Lean. 

COMMISSIONER GIBSON:. Thank you. I would 
like to now ask a few questions about velocity 
and near money, and things in this general area. 
You suggest in your memorandum thas some changes 
in velocity are reasonably predictable, or may be 
reasonably predictable. You do not elaborate on 
fais ti Would you give me a better idea of what you 
have in mind there? 

PROFESSOR SAMUELSON: Well, there are 
certain long-term trends in velocity which may be 
predictable. There are certain changes during the 
eyele.. I should be surprised, for example, if 
in future business cycles in the United States, as 
traced out, say in the records of the National 
Bureau of Economie Research, you do not see that 
simple trend in the velocity of circulation of 
money with the cycle itself. 

Now, the crucial question to which I was 
addressing myself was this. When the central bank 
makes a deliberate change, what can be said about 
the induced changes in velocity? It depends upon 
the circumstances, and under certain circumstances 
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circumstances except the deep depression liquidity 
Brapetnat I mentioned, I think you can make the 
prediction that a change in velocity, whether it be 
upward or downward, but particularly if it were to 
be downward, will not in all probability be downward 
enough to wipe out the original expansion of M. The 
only exception I can think of would be if the central 
bank did something very unconventional and the effect 
of that were to paralyze confidence and set off, there 
fore, certain forces which would affect the velocity. 
I think that is an extremely rare situation. 

Now, when I said the effect was predictabie, 
I do not mean to say that if the central bank expands 
M today, and you look at the records tomorrow, you 
will find that the velocity did not follow. What 
I mean is, the effect which can be attributed to an 
increase in M itself. Most instances when the central 
bank is increasing the amount of money, if it is a 
good central bank, are in a time of decline -- in 
recession. Therefore, the velocity is probably 
acatikias and the centralbank is doing its little 
bit to offset that. But, if somehow you could make 
a controlled experiment to see what the change in 
velocity was compared with what it otherwise would 
have been, then I think you would find that in many 
stages of the cycle the velocity would predictably 
decline very little even though the amount of money 
were increased. There are other circumstances where 
‘: think the velocity would almost completely offset 


your behaviour. I should say that this is my opinion. 
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At least one very respected and excellent economist, 
Professor Milton Friedman of the University of 
Chicago is of a different opinion. He is of that 
different opinion based upon his extensive historical 
researches on the subject covering practically a 
ten-year period. However, I still hold my opinion 
after having looked at some of Inte data. 

COMMISSIONER GIBSON: One of the most 
interesting aspects of this, and one of the most 
frequent discussions before this Commission is in 
respect of the question of how far the increase in 
velocity will go, and that depends on your concept 
of velocity; and also the increase in the use of 
near money in a boom period where monetary policy 
is trying to seal things up; how far this increase 
in velocity and near money offsets the policies that 
the central bank is trying to pursue, and this brings 
the whole question of near banks and their activities 
into the picture. 

PROFESSOR SAMUELSON: . Yes. 

COMMISSIONER GIBSON: I am very interested 
in that. Would you care to comment in this regard? 

PROFESSOR SAMUELSON: Iethink it is matural 
and to be expected that when businessmen's velocity 
increases and when the central bank tries to put 
a Suetsenanes hand on that process the velocity will 
to a considerable degree increase so as to offset 
that restraining hand. What I think is wrong is to 
thinkrthat velocity will increase enough to offset 


it completely. 
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COMMISSIONER GIBSON: There will be a net 
gain as a result? 

PROFESSOR SAMUELSON: There will be a net 
gain as a result and there is also a signal to the 
central bank for more of the same. 

The important policy of a central bank is 
that it should feel its way. I think that Alan 
Sproul said "to probe the market"; you push more and 
more and if you haven't done enough you uaa fuPther 
in that direction. You may overdo it because there 
are lags involved, but it is not necessary, to be 
an effective central bank, to do that through fiscal 
policy. It is not necessary for us to recognize, as 
professors of economy, any data; all that is needed 
is a strong proposition that if you move in this 
direction the effects upon the system will be 
predictable in this direction. Now, if in fact when 
you tighten money, velocity was guaranteed to increase 
enough to wipe out this money and 50 per cent again, 
you could live with that system. It would just be 
a central bank always operating in reverse. 

During the war I remember there was a very 
famous Draper gunsight that had the great virtue 
that if it did not work you threw it overboard. 
There was one little problem with it. If you hunt 
ducks you ordinarily aim ahead of the duck, and if 
you are hunting, if you will excuse the expression, 
aeroplanes you would ordinarily aim ahead. With 
the Draper sight, if you found your tracer bullets 


were ahead of the thing instead of moving this way 
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you moved the other way. It was amazing how 18-year 
old navy men would learn in about half an hour to 
adjust in that way, just the way a dentist sees 
everything in a mirror. 

COMMISSIONER GIBSON: You are not suggestin 
this is so? 

PROFESSOR SAMUELSON: No, and none of the 
witnesses before the Radcliffe Committee said that 
this was so, or even that the velocity would just 
wipe out the effects. However, in that deep 
depression liquidity trap situation that doctrine 
would almost literally be correct, that velocity 
changes would just exactly wipe out the increase in M. 

COMMISSIONER GIBSON: But in a boom 
era, supposing the velocity change wiped out say 
two-thirds of the change in quantity -- well, it is 
not as ae as that. What the central bank does 
is not allow the money supply to increase and cause 
a demand rising and the velocity goes up? 

PROFESSOR SAMUELSON: Yes. 

COMMISSIONER GIBSON: Supposing the 
velocity factor in the creation of credit outside 
the banking system works to offset this policy to 
a major degree, have you any thoughts about policies 
in this area, where a deliberate measure leads to 
inflationary activities of certain other financial 
intermediaries and certain other kinds of 
transactions? 

| PROFESSOR SAMUELSON: I have no definite 


recommendations,to make, but my general economic 
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1 diagnosis would be that you do not want to have what 
2 we have in the United States: non-member banks who 

3 are free from the reserve regulations of member banks 
4. and who, therefore, come into their own as serteof 

5 ersatz banks when the Federal Reserve is putting 

6 pressure on the member banks. In principle you ought 
7 to impose the same regulations on all banks. I do not 
8 think it quite follows from this that other insurance 
9 companies should be subjected to the same degree of 
10 scrutiny, that is proper for commercial banks. I am 
11 sure that in our country the mutual savings banks 

12 and public lending associations provide many, many 

13 of the functions of money, and it would be I think 

14 in the public interest not to require the hiner 

15 bank to operate terribly hard on that narrow area 

16 where it can impinge directly to achieve the same 

17 effects, because it is a distortion to do it that 

18 way. it is better probably to be able to put on 

19 pressure a little more widely. 

20 COMMISSIONER GIBSON: You think it is a 

21 big enough distortion to take seriously, in other 

22 words? We have had suggestions by some witnesses 

23 from your country that it is a distortion but not 

24 terribly important and, therefore, for the time 
25 being probably nothing should be done about it. 
26 PROFESSOR SAMUELSON: I do not think that 
27 I am in a position to make a concrete recommendation 
28 in respect of the position of the central banks and 
29 imMat sent the control ought to be over finance 


30 intermediaries. I do think in time, for example, 
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that if your country here ever resorts to directives, 
in which directive the commercial banks are told to 
do such and such with respect to your lending policies, 
that at such a time a directive ought to be given to 
insurance companies. It needn't be the same 
directive, but I do not see why one should be let 
off Scott free while the other has a great deal of 
tightness on it. I believe that by enough tightness 
on commercial banks you can put a great deal of 
tightness in the system. It is a little bit like 
a tourniquet around the neck; in order to get that 
over-all tightness it is a little hard on the neck, 
or the commercial bank. 

COMMISSIONER GIBSON: In other words you 
think in terms of what is sometimes described as 
moral suasion in this outer area? ane 

PROFESSOR SAMUELSON: Excuse me, When 1 
saidia "directave" :Zididn'temeaniwhat-weclaughingly 
call "moral suasion" which involves not even a 
slap on the wrist. I was bokubinw of uicievand of 
directive that the Chancellor gives in the United 
Kingdom which has force in it. Dr. Holtrop I 
believe testified before you about the directives 
that the Dutch-government gives to the central 
bank. 

COMMISSIONER GIBSON: Yes, but he said 
the central bank had powers to do things in this 
area by legislation and they did not usually do 
it, cl made suggestions instead. 


PROFESSOR SAMUELSON: Yes. 
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COMMISSIONER GIBSON: As I understand it 
in the States the powers to do these things for the 
most part are not in legislation? 

PROFESSOR SAMUELSON: I think that is 
true. | | 

COMMISS TONER GIBSON: Is that not right? 

PROFESSOR SAMUELSON: That is right. 

We do not have four big banks or six big banks which 
are chained across the country, we have fifteen 
thousand banks. While J. ReMergan in his heyday 
could crawl into his aheciud library, the 
principal bankers in New York could do things which 
were regarded as in the public interest in a crisis, 
but it does not help for the Chairman of the Federal 
Reserve Board of Governors to say that the banks in 
Berlin, Wisconsin, or in Seichane Missouri, ought 
to be tightened up. Mr. Sproul's testimony was that 
in his experience this is generally rather ineffective. 
I think therefore it is a little bit unfair,.or 
immoral to attempt it because it makes those who 
are extremely co-operative and law-abiding -- I 
should not say "law-abiding", but public-spirited -- 
take it on :the chin as against the others, and you 
should not do that because in an emergency, and 
particularly in a country of this type, the kind 
of animal with which we are concerned is a very 
moral animal, and moral suasion is an effective 
thing in respect to the bulk of cases. 

| COMMISSIONER GIBSON: Would you agree that 
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action in the area of feteotity is the outside 
institutions, particularly in times of high interest 
rates which mnlbipay and intensify --- 

PROFESSOR SAMUELSON: Yes, high interest 
rates, and in time of stringency, the near money 
substitutes are meeting extremely accommodating 
holders. In other words, it is very near money in 
those circumstances. 

To illustrate this point, you can get in 
the City of Boston at the moment 3 per cent on your 
savings account on a daily basis, per day. That 
means that anyone with any means will have a much 
smaller chequing account which he holds in between 
the purchases of different kinds of securities, 

The bank is very accommodating and will not get 
angry at you if you begin to use your savings account 
as if it were your chequing account. Whereas when 
money is easy, they really do not. want customers. 
They will say to you, "Look here, if you are going 

to make this sort of entry every day, and every time 
you want to buy a dozen eggs you go and use your 
savings account, then we will not give you a per 

day treatment". This is associated with the 
effective rise in interest rates and with the 
velocity increases. It is not hard to increase 
velocity because very few of us are at the minimal 
level of cash balances where our velocity is maximum. 

In a time of great inflation where we rush 
from the factory,to, I will not say the saloon, but 


to the grocery store, to spend the money before its 
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purchasing power melts, we then get down to rock 
pottom velocity. But most of us can afford the 
luxury of a cash balance. | 

May I now bring up a matter which I meant 
to put in my submission, although I do not know how 
relevant it is to the Canadian system. We have a 
peculiar law in my country that a chequing account 
cannot pay interest. That law is a vestige from the 
great depression, and it is there for two reasons. 
One is a feeling that there 4s something wrong about 
interest on chequing accounts, and that the deb&cle 
of the great depression and certain over-banking was 
related to it. 

I think this is a matter of incorrect 
identification, but there is certainly a cartel 
reason for it. In its heyday, American business 
was encouraged to be very cartel-minded, and it is 
quite natural, under those ‘sairetdnigects particularly, 
with the branch banking system in a lot of small 
banks, that the bankers would like to have it 
legislated that they are not allowed to pay interest, 
or, rather, their rivals are not allowed to pay 
interest, on demand deposits. We are still saddled 
with that law. Now banks try to get round that law 
in various ways, such as being very accommodating 
in taking care of your trading stamps, and doing 
all sorts of things for you, but only when short- 
term money rates are not at the floor. If we 
ever aon into an epoch in 15 or 20 years where 


short-term money rates average round 4 per cent, 
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the demand deposits which are not allowed to bear 
interest will shrink in volume down to a minimal 
level's | 

It is for this reason that I bitterly 
regret that the Commission on Money and Credit in 
the United States made a recommendation of the 
contrary policy, because most of what is money in 
the important sense will turn out to be interest- 
bearing deposits. The whole purpose of reserves 
is not to be punitive but to have control over the 
money gayely3 and the effective money supply will be 
interest-bearing accounts. 

| I discovered in my travels in various 

countries that it is a rarity abroad for people to 
hold any kind of demand or chequable deposits which 
pay no interest. In Boston in 1922, say, you could 
get 6 per wake on your chequing deposits. Or, what 
is the same ‘thing, during the 20's in the United 
States, in my experience people could cheque against 
their savings deposits. Now, I do not like 
speaking of natural tendencies, but there is a 
natural tendency for money to bear interest if 
there is a good safe interest rate, and so ee many 
people speak Sf Be near money will practically 
be the money. 

If I were setting up'a constitution for 
a new banking system, and if I were to watch out 
for all ceilings I would be against ceilings that 
permitted term deposits, and would prohibit them 


from paying more than a certain amount of interest. 
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They are all right when they are irrelevant; ec 
iy are relevant they are bad. I would be against 
ceilings and floors on loan rates too. 

COMMISSIONER GIBSON: You would have no 
eeiling rate at all on current account deposits? 
In other words, banks would prefer you to pay 
interest as they saw fit? 

PROFESSOR SAMUELSON: I think as compared 
with our present system in the United States, I 
would prefer that. At the very least I should like 
the Federal Reserve to have wider statutory limits 
than it now has. I think now it is three or four 
per cent -- it has just been changed by law a couple 
ef days ago -- for international accounts. I 
should like the Federal Reserve to be able to put 
a ceiling of 6 per cent on banks if the money 
market rose to very high levels. 

Now, whether we should get rid of ali 
ceilings or not is perhaps a more drastic step. 
I think I would rather have the Federal Reserve 
have the right to impose ceilings as it sees fit, 
but in the confident expectation that the Federal 
Reserve would not use those conditions in a 
repressive way, except under very great emergency 
and for specific reasons; but particularly not 
for the reason of keeping bank earnings up. 

COMMISSIONER LEMAN: For this reason -- 
that is, the effect on higher interest rates of 
ehange in the character of the real money supply, 


and so on -- and for certain other reasons, 
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Dr. Bernstein expressed the hope, and to some degree 
the opinion, berets us that perhaps you could work 
within narrow ranges of interest rates, and that 
interest rates would not have to go quite so high 
or quite so low in the future. In other words, if 
you worked between 3 per cent and 5 per cent instead 
of 2 per cent and 6 per cent, or 2 per cent and 
7 per cent, it would be a much happier and more 
effective monetary system. Do you think that that 
is a practicable idea? It appeals as desirable 
if one could do it. 

PROFESSOR SAMUELSON: I am not sure 
that IT understand his position. Is it his opinion 
that if you on certain changes in institutions, 
you would be able to do that? Or, is it his opinion 
that conditions of modern life ahead are srobeb ly 
the sort that you would find you would be able to 
do that? 

COMMISSIONER LEMAN: Yes, that is it. 

PROFESSOR SAMUELSON: On the whole, I 
have been of the opposite opinion, namely that the 
people around 1950 in our country who advocated 
free money markets should have realized what the 
consequences of them would be, namely that free money 
markets fluctuate a great deal. For example, the 
price of cocoa will go from a ten-fold price in 
a really free market to one-tenth. The price of 
natural rubber in a truly free market will oscillate 
a great deal. I have thought that with changing 


fortunes of different countries, and changing degrees 
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1 of nAveathent opportunities over decades, a flexible 

2 monetary policy, if it is doing what it should, 

3 would probably involve us in a considerable range 

4| of interest rate changes. But I did not regard 

5 them as disastrous. 

6 COMMISSIONER LEMAN: Not on a narrow 

7 range, anyway? 

8 PROFESSOR SAMUELSON: No. But I do 

9 not speak with any conviction on this because 

10 I have not thought recently about it. 

11 COMMISSIONER LEMAN: Mr. Gibson, was 

12 not Dr. Bernstein basing his argument on a 

13 mathematical basis? Did he not say that he 

14 thought 90 per cent of the desired. result came 

15 from that narrow range? 

16 COMMISSIONER GIBSON: Yes, that is correct. 
' COMMISSIONER LEMAN: That you were just 

18 chasing the last 10 per cent of these wider swings. 

19 PROFESSOR SAMUELSON: I agree with that 

20 interpretation. I believe that in this regard 

21 primarily, and perhaps only, when we economists 

22 henpeck the Federal Reserve, one of the places 

23 where they are most vulnerable is that they do 

24 over-do things. Although there are no announcements 

25 to this effect, ney Slipped into the habit of 

26 thinking that they could spit against the wind and 

27 not take anticipatory action. A little like the 

28 old Dow theory of equity price forecasting, you 

29 did not — to anticipate the turn, but you tried 


30 to recognize the turn not too long after it occurred. 
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1 I think that was generally their philosophy because 
2 of some disillusionment with economic forecasting, 
3) including certain errors in my profession made right 
4 after the war that ought not to be glossed over. 

5 I think this worked badly in the United States in 

6 the post-war period because we have had a number 

7 | of interesting business - cycle patterns. 

8 Our upper turning points, when we go 

9 from a rise to a fall, have not been sharp peaks. 
10 They have been long, meandering tops. An éxunp ve 

11 of that would be from June of 1956, roughly, until 
12 the middle of 1957. The economy was not falling, 

13 but it was scarcely rising at all. The same thing 
14 happened in the first part of 1960. We now date the 
15 ' turning point at May, but from January on the system 
16 was really levelling off. I almost think that I 

“aie detect in the present situation of the American. 

18 economy that sort of thing. 

19 Now, in the past, fortunately not this 

20 || time -- I hope not this time -- the Federal Reserve 
ys has just kept tightening even through that period, 
22 though most businessmen felt that the bloom was off 
23 the boom. I take it that that was an error in 

24 judgment. Well, it was an error in judgment. In 
25 other words, using hindsight, as they had to do in 
26 . the stream of history, it was not obvious to them 
27 or to me at the time as it now appears to be obvious. 
28 But even at the time I would have felt, I think, 

29 that theie was an error in judgment. If that is 


30 what Dr. Bernstein means, that that last pound of 
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flesh which the Federal Reserve has tended to take 
out of the market has been a mistake, I agree. But 
his is probably a two-sided accusation, namely that 
you should also not flood the market as we did in the 
earlier recessions, where the bill rate got down to 
about one-half of one per cent. I think it is 
interesting to compare what happened in the 1960-61 
recession and in the rather weak 1961-62 recovery 
with the bill rate. It was never permitted to go 
down below 2 per cent. You could not see from any 
announcement of the Federal Reserve that its policy 
was to keep it going down below 2 per cent, but it 
now looks as if it was a visible hand which kept 
it from going below. I think that is quite under- 
standable, but understandable only for one reason, 
namely the international balance of payments 
situation. It is not that it would have been a 
bad thing, in my judgment, if it had gone lower 
from the purely domestic viewpoint, but given our 
balance of payments problem and the competitive rate 
in London, and so forth -- and this is a consideration 
which for Canada will always be, probably, more 
important than for the United States, because you 
have a smaller and more open economy -- then it was 
a wrong thing. 

I do not think it was a wrong thing for one 
of the reasons which Chairman Martin gave in recent 
legislative hearings, namely that it is a bad thing 
to flood the market -- that a sloppy market is 


something which does nobody any good and which ought 
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to be avoided. I have commented at some length in 
my submission on that point. In particular, if you 
are not confident that the recession is a short one 
and that it is in the social interest to deepen 
capital and to move down the diminishing returns 
schedule of rate of return to capital, what you have 
to do is to break through conventional notions. That 
is why monetary policy was so ineffective in the 
1930's. People may believe that the long-term rate 
for the 1930's was as much below the 1920's as in 
retrospect it should have pesrc This flooding of the 
market resulted in excess reserves for the commercial 
banks, which resulted in bill rates which sétleown 
to three-eighths of one per cent. No, three-eighths 
of three-eighths of one per cent. There was a time 
when you had 37 cents on $1 million. And there were 
also times when there were negative rates. That 
is hard to understand except that there were certain 
bidding privileges. It was in such a way that I was 
told that a $1 million 90-day bill would expire and 
would not be brought to the treasury for payment. 

I asked how that was, and the answer was: "Do you 
know a better way to hold a million dollars than in 
a treasury bill?" 

Such rates, of course, were not themselves 
accomplishing anything, but if you look at the 
Treasury Curve relating interest rates and bond 
maturities, you would find that it was slowly 
shifting down all during the 1930's. There was 


nothing at all wrong in this but the astute bankers 
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1 were going to the long end because they did not think 
2\ that rates would harden back to the level of the 

3 1920's as much as the more inert bankers thought. 

4 But the inert bankers finally followed the astute 

5 bankers, and this gradual process was helped along 

6 by the most tremendous gold inflow in recorded 

7 history, a tribute mostly to Herr Hitler. Still 

8 you could not get long-term rates down. very fast. 

9 I,do not think you could have done it at all with 

10 @ bill rate held at 2 per cent during that period. 
11 This is an occupational disease with 

12 money manipulators. They do not like things to 

13 get out of control or to have.a sloppy throttle. 

14 Then they worry about what would happen if everybody 
15 suddenly spent their money and accelerated velocity, 
16 ‘and all this affects their sleep. Central bankers 

ei are especially prone to that sort of nightmare. 

18 That is why they engineered an increase in reserve 
19 requirements, practically doubling them in 1936 
20 and 1937. One of the naive arguments made was 

21 they were excess reserves and were not needed, 

22 Indeed they were above required reserves, but that 
23 does not mean that the prudent banker did net want 
24 them, and that he would not want to re-instate them 
25 in some degree. So we had some monetary tightness, 
26 which came as a surprise to some central bankers, 
27 and this played its role in our 1936 and 1937 
28 turning point. 

29 In principle, I do not like a sloppy 


30 market, but if that is the way in which we bring 
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pressure on long-term rates at a time when you want 
to bring pressure on long-term rates, let the central 
bankers stand it. That is what they are paid for. 
The world is made not to give them an easy time; 
their purpose in life is to suffer pain for a good 
cause. But I do not think it is likely that we 
will soon meet a great depression with such rates. 
I believe that Dr. Bernstein is absolutely right that 
conditions have changed, and that you will not have 
the same shock in confidenee and break in trend. 
But I do believe that there will be lots of times 
when you will not want to have a narrow range for the 
bill rate. If you do have international reasons, 
then I would hope very much that you would not stick 
to bills only or bills preferably in policy. I had 
meant to enlarge on that and mention it in my 
submission, but I did not have time to do so. 
COMMISSIONER GIBSON: Professor Samuelson, 
you have pretty well answered the questions I asked 
you. You might want to say a little more about it. 
We have had presented to us two pretty contrasting 
points of view, one by Professor Lundberg of Sweden, 
and the other by certain people from the United States. 
The view of the one, the one which Professor Lundberg 
called the Swedish view, was bet a willingness to 
intervene in the process of monetary transfers in 
a lot of places was either to make it more easy or 
more difficult, but not to have any sort of fixed 
rule as to how to do it, and to work over a very wide 


area. In contrast to that there was the sort of 
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bills only or bills preferably approach of the United 
States, with its philosophy of non-intervention 
elsewhere. I take it from what you say that you are 
at least somewhere between these two approaches. You 
have expressed the feeling that an unconventional 
approach on the part of the central bank would be 
desirable, and you have given weed number of 
illustrations. 

PROFESSOR SAMUELSON: I would say that 
in principle I am closer to Professor Lundberg. I 
am especially closer to Professor Lundberg in terms 


of drafting permissive legislation. 
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1 I would hope that in most years and in 

2 most times that most of the operations of the central 
3 bank would be conventional ones, and for purely 

4 technical reasons I think it is understood that most 

5 operations all the time will be in short-term bills. 

6 I would even go beyond that and say that many times 

| there would be no particular reason against doing almos 
8 all your operations in bills. However, there are lots 
9 of times when I think that would do harm, and it 

10 should not be regarded as a violation of character- 

11 istic central banking practice or of sentimental 

12 human freedom to depart from that. 

13 There is not a long tradition in our 

14 country of bills only. We always have to forge 

15 traditions in our country and to do so on a fast 

16 basis. Prior to 1952 there was no such tradition. 

2 Then a Select Sub-committee meeting in private and 

18 unknown to and independent of most academic economists, 
19 came out with the notion that true central banking 

20 traditions required operations in bills only.—Until 
21 that announced effect came, most of the world did not 
22 know about it. I do not think it is true. 

23 The Federal Reserve has recently departed 
24 from that practice. I should not exaggerate before 
25 you the benefits that came in terms of the Treasury 
26 structure from this; but the effects, such as they 
27 were, were in the right direction. 

28 | COMMISSIONER GIBSON: Professor Samuelson, 
29 would you care to say a word about the opposition 


30 that has been expressed with respect to broader market 
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sean policies and the claim that you de: not get 
as smooth marketing operations as you otherwise 
would. 

PROFESSOR SAMUELSON: I do not agree that 
such operations are distorting. You get certain -breaks 
in the sort. of smoothness you want to have; but I 
do not think .one can start out with the axiom that 
it is correct, to intervene at the shortest end and 
let the market adjust itself,lor that it follows 
from this that (1) you will get the most efficient 
market and (2) any departure from Dt 148 «8. philosoph- 


ically indefensible infringement of freedom. We 


have crossed the Rubicon and know that money will 


not manage itself and that the nation has an interest 


in a stock asset policy. But this has effects and 

I do not want to advocate indiscriminate interference 
with the long-term markets. An example would be 

the present time when there is a genuine conflict 
between domestic purposes and the international 
balance of payments. If we were a small country 

and had a floating exchange rate the sharpness of 
that dilemma would be reduced, 

In brief, if I understand most of the 
spokesmen of the Federal Reserve who advocate the 
position that I am criticizing, they do not go so far 
as to say it should not be done, but they say it 
should not be done by the central bank. The debt 
management is a legitimate function of the Treasury 
and there should be a certain clearing of the maturity 


structure by the Treasury, but this should not be done 
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Since I am not enajioured of the analogy 
of two people tugging at the sucening wheel, I think 
this is a part of the asset sdifey which could be done 
in either tent or both, and in our case I would say 
both. I think the Federal Reserve is in a much 
better position to give us the kind of debt structure 
we want than is the Treasury alone. We should have a 
differential maturity policy of the debt in order to 
help stabilize business activity. “It’is not a strong 
nudge, but it is a nudge in the right direction. 

I find it amusing that the barefoot Populists in 
Congress should oppose central banking and think 

the best interest rate is a low one for debt management 
and other reasons. They are almost identically in 

the same analytical position uper2 the purists for 
bills only. They both pooh-pooh the differential 
effects on aggregate demand that would come from 
having a varying maturity of debt structure. 

They say you cannot offset the interest 
rate differential anyway, that the market is just 
going to snap back to its original place. 

I am very happy to be in on either camp 
on that position. I will even go further in support 
of unconventional credit policies which I think in 
certain circumstances ought to be followed. I admit 
it is disputable whether the central bank ought to do 
them or whether you should have the central bank not 
do them, and then have Ersatz central banks do them. 


What I do not want to have is this: If the central 
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bank is not to do it, I do not want it to be ina 
position to negate and inhibit the ersatz central 
banks that the populace in its considered judgment 
sets up to accomplish these aims, I think we need 
the privileges of money and credit creation to back 
up these unconventional nahin 

COMMISSIONER GIBSON: Do you think as 
a practical matter that debt management can be used 
significantly in an anti-cyclical way? 

PROFESSOR SAMUELSON: Yes, if you are 
willing to pay the price; and the price you have to 
pay is that such a step will have ~ significant 
effects upon the interest rate structure. Another 
price you have to pay is that it changes the amount 
of debt service charges. I never have thought that 
the duty of a gecretary-Treasurer or of a chancellor 
is to float debt at the lowest possible rate and cater 
to his vanity and have new issues that go over the 
top. A new issue that goes off the starting line 
too fast has been improperly priced. Nor is it the 
job of the Secretary-Treasurer to desist from 
spending money. It is his duty to spend money in 
good causes and to deater from spending money in 
bad causes. 

Part of the price we pay for a differential 
asset structure yield curve is that the debt service 
charges, which are about $10 billion in the present 
American budget, will be enlarged by this fact. 

I would not pay a cent too much for debt service 


without getting the quid pro quo, but I would pay 
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in this form for benefits of stabilization. 

COMMISSIONER GIBSON: But it is sort of 
a conservative pattern of debt management from the 
standpoint of the treasury to borrow money as 
economically as one can and to have a series of 
eee that do not expose you to too much, in any 
given year, of an embarrassing situation? 

PROFESSOR SAMUELSON: I do not think 
that the last point you made about staggering your 
maturities in a convenient way is a conservative 
position thattought to be criticized. 

COMMISSIONER GIBSON: No, That is what 
I am getting at. 

PROFESSOR SAMUELSON: That is a perfectly 
sensible device, but I think it is wrong to believe 
that the purpose of the Secretary-Treasurer is to be 
able to have long periods of time when he does not 
come to the market at all. It is the purpose of 
any bank to be prepared to pay out money all the 
time to its depositors, and it does it. It is the 
purpose of any modern chancellor of any modern 
treasury to be always turning over the debt, a large 
part of the debt, even if you think there wuened 
be some long debt; and in doing this, no one should 
be regarded as doing anything extra and deserving 
time and a half pay. That is just part of his job. 
Nor should one wonder what would happen if the market 
would not take the short-term debt; we all live by 
promises we make to each other. There is no day of 


liquidation and there will not be a time when 


-——- = 


Yo dtom al th tuG :MOREIO HEMOISSIMMOD 8 
«8B -YesIOm worted of Yuesets sit to tntoqhbaszs 
Yo settee 6 ova of hms ago eno es ylleolmonoos 
Jas at ,fowm cov of mOY eucqxe gon ob felt eottinvian 
taolvsytie grteestisdms ag Io .tsey mevig 
vats ton oh I :MORIMUMAR AOZ2AWRT 
teoy gnitsagete svode ebem voy srtoq Jest sit Jans 
evidvarisenoe 6 al yaw tnetmevnoo 2 nt asiiinuism 
ebextottino ed of trigwortsdt molsleoq 

gadw et tad? .o% 2MOSSID ARMOL2aTMMOD 
«38 gaisszeg ms I 

ylteetveq 8 ef ted? sHOSTHUMAR AOS2AIORNI 


evelled of gaotw elt vi Antdgd I 3ud .eotveb sldiense 

ed of et tetwase rT-yrele1ss® off Io saoqing eds steds 
jon seoh ed nmerlw emits to eboltieq gol evad of efds 

| lo eseqmyq ed? et 2If fis te tecltam oid os emo 
| ead? {fs yenom Jvo yYed of betsqerq ed of dinsd yrs 
| ey et 31 tt seoh git Suse .atoctaoqeh ast of emt? 
miebom yrs to 10ffecmeio misbom yas to sroqiwg, 

sxtel e .tdeb eds t8vo gnimws eyewls. ed of yivese1s 
blyora eisdt Anid? voy UW meve .jdeb edz Yo I18q 

Dbieote eno on ,altdt gmtod at baa ,tdeb gaol emoa od 
axivreseb bas siixe gaitdyas sntob as bebisse1 ed 

-@ot, ats to gieq cewt ef ged? .ysq tied s Bas emt? 
textem eft It aeqqaed biuow 3adw iebmow emo divorce toll 
yo evif Ifs sw {ideb mreg-dtode sit sat toa blyow 

to yeb om al eteniT .108nfte dose ot alam ew zealmorg 


mew omtt a od tom Ifhw s19edt bas mottabtupt£ 


i. vs caitilainaanapeiestian ase sahil abieds 


gE2e&es 


BBABSE HE EBB B 


~ 


Nethercut &é Young 


Toremto, Ontaric 


0s B3Q003! 


everybody will refuse short-term debt. I myself 
see absolutely no reason why the central bank 
should not be permitted to buy debt directly from 
the Treasury. | 

COMMISSIONER GIBSON: But you do not 
see any conflict from the Treasury's point of view 
in trying: to si a management to gear a little 
more to an anti-cyelical position? 

PROFESSOR SAMUELSON: No. I do 
recognize that just as: there are historical patterns 
in, the personality of central bankers. there are 
historical patterns- with respect to chancellors and 
secretary-treasurers;. and there has been a tendency 

for them in many past epochs to, be much too worried 

about. service charge reduction,, in the belief .that 
they have been clever fellows if. they. were able-to 
float, the. debt at 2 per.cent instead of 243 per cent. 
I say, they are clever when they float it at 4 per 
cent. when it.should, for stabilization vanubhe, 
be floated at 4 per cent... They are also clever 
fellows if they adjust the maturity aie dee to suit 
insurance companies and anybody else in the market, 
just as anybody who has a product which accommodates 
his customers! needs is able to make or save a little 
money. by. that device, 

COMMISS LONER GIBSON: Thank you very much, 
I think I. have asked Professor Samuelson enough 
questions for the moment,sir. 

THE CHAIRMAN: .Are there any other question 


on this subject? 
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COMMISSIONER BROWN: I should like to 
pursue this question of the control of non-member 
banks, You showed very clearly that as the number 
and variety of these banks increase, the leverage factor 
with respect to the control of the central bank 
decreases, You say you are in favour of having 
more dovaaveventheds available to the monetary 
authorities. What sort of controls were you 
thinking of? 

PROFESSOR SAMUELSON: If I could write my 
own ticket for my own constitution I would want 
uniform rates supplied to non-member banks of the 
Federal Reserve System. Of our 14,000-odd banks I 
think probably four or five thousand are members 
of the Federal Reserve System and the bulk are not, 
but I guess they are much smaller, commercial banks 
and in terms of total value it is probable that we 
control most of this. But there is still some 
leakage. There has even been some discussion about 
big banks getting out from under the Federal Reserve. 
The minute any big bank does do it, the Federal 
Reserve will close the opening to them. It is a 
freedom they have as long as they do not use it, but 
if you get three big wholesale New York banks and 
one in Chicago not being members of the Federal 
Reserve, as some people have begun to suggest, then 
I think this minor problem would become a major 
problem and we would move in. I think comparable 
reserve rates should be specified for mutual savings 


banks, for workmen's co-operative institutions, 
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for federal chartered savings and loan associations, 
wherever they are ia already comparable to reserve 
rates for time deposits of commercial banks, In 
that sense these near moneys are going to be 
controlled. I also think there are times when you 
would want to raise the reserve rate; at the present 
time for commercial banks, a savings deposit or time 
deposit in a commercial bank has a required reserve 


rate of 5 per cent. That is as against more than 


12 per cent on demand deposits. 
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We have been having a substantial shift 
into time deposits. In a way this is fortunate 
because the ordinary kind of deposits have been 
languishing, and under our monetary policy we would 
be in real trouble if this were not compensated for. 
But, suppose the ordinary demand deposits had been 
growing at an ordinarily satisfactory rate, and you 
begin to get this movement into time deposits so 
that the total was growing at the rate of 7 per cent 
a year and the economy really needed a growth of 
only 4 per cent? In such a case I would like to 
see this 5 per cent rate on required deposits 
inereased to 7 per cent. 

No banking trade association would ever 
agree with me, and in no testimony before Congress 
by the banking community, or in their submissions, 
would there be agreement because to the individual 
banker it looks as though it is a wasteful asset. 
They would say: "You are requiring us, in a 
punitive way, to hold a non-interest bearing asset." 
The bankers want to held only earning assets. To 
an individual banker a capital savings bank competing 
with a commercial bank is a horrible thing, and that 
is why you cannot let bankers run the central banks. 
You eannot let bankers! testimony dominate the 
testimony before a commission of this sort. You 
eannot have on a commission of this sort the good, 
reliable bankers. If you do, you put them in an 
uncomfortable position because they are traitors to 


their class if they say some of the things that have 
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to be said, although a very respected banker who 
has made his career and who is above it all could 
be one of many representatives on a commission like 
this. 

I speak with some feeling on this because 
we have just had a report to the Contreller of the 
Currency by representatives of the national banks, 
and I am sorry to say that their recommendations 
were only too predictable. There are not many of 
them, you will find, who will run against the near 
term interests of the national bank as seen by a 
national banker, and you cannot criticize them for 
that. 

I am not clear in my own mind as to what 
I would do about financial intermediaries such as 
finance companies, life insurance concerns, and so 
forth, It could be the business of a special 
commission in my country, if Congress and the 
Executive thought there should be some control 
over financial intermediaries, to devise a set of 
controls that could be put on at any time. It is 
a difficult thing, and I am not prepared to make 
recommendations. 

COMMISSIONER BROWN: Have you any thoughts 
about direct controls on their operations? 

PROFESSOR SAMUELSON: When I speak of 
direct controls by central banks in this sibmiisuion 
Iam referring almost always to direct, even-handed 
controls as against the other medium of direct 


controls such as fiats. The only one I recognize 
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as a fiat of the conventional central bank is the 
ability of the Federal.Reserve to change the required 
reserve ratios. That is a fiat, although it is 
applied even-handedly among different banks, and it 
has been used in recent years in lowering reserve 
requirements for structural reasons, and otherwise. 

| I agree with the position.of Alan Sproul 
in his testimony before you when he said really 
direct controls have short-run potency, and should be 
used sparingly for enernensities: We have had three 
such in our recent history -- control over stock 
margin borrowing; control over consumer credit; 
and control over house mortgage terms. 

I think the effects of mortgage rate 
payment controls are very strong in the short run. 
In the longer run people begin to find lots of 
different ways of getting around these controls, 

I do not mean evasion, but I mean that they take 
avoidance procedures which are not necessarily 
illegal. 

I think that these are potentially 
tools of social policy, but most. Federal Reserve 
people do not. However, I do think you could save 
them for emergencies, and the same thing could be 
said about wage controls and price controls. It 
is very understandable that we should have resort 
to such measures on some oceasions, They work well 
in the short-run, and, therefore, I would not. want 
to dissipate them when there are not emergency 


conditions because they can be used up too easily. 
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My general inclination is that such 
controls could be useful when you have to deal with 
insurance companies, In principle, being able at 
the right time to. control what they do about certain 
parts of their lending, sounds like a good added 
implement in the arsenal of general credit control. 
But I think they should be used very sparingly, 
and I would not know how to draft the legislation 
for that purpose, 

COMMISSIONER MACKINTOSH: Suppose you 
have established reserve requirements in the range 
of these near banks. Would you then expect an 
open market policy to operate sufficiently on them, 
or would you, in their case, depend more on changing 
reserve ratios as a method of controlling them? 

PROFESSOR SAMUELSON: I think that 
open market operations primarily would affect 
them, so we would just have widened the potency 
of the open market operations. I am not clear in 
my own mind as to how quickly the reserve ratios 
I would use for the commercial banks, or for these 
near banks, would épervate- tse I am not able to give 
you an answer. 

COMMISSIONER MACKINTOSH: I do not 
know much about these things, but it would seem to 
me that big savings banks, and - on, are very 
vulnerable to open market operations, but if you 
stretch the spectrum to the credit unions then 
probably the ripple in the open market operations 


does not get out to them, 
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PROFESSOR SAMUELSON: One of the ways 
the system adjusts itself to the open market 
contraction, and avoids the desired effect is to 
move out to these intermediaries. In other words, 
money begins to move into the near banks. 
There is a natural recourse to these 
as interest rates get higher. There is a tendency 
for money to go into direct savings deposits. I 
do not feel I know sufficient to give a response 
to your question, 
COMMISSIONER MACKINTOSH: You would 
not go into anything like special deposits? 
PROFESSOR SAMUELSON: I would at certain 
times. I would prefer that ‘6 more arbitrary methods 
of credit rationing. I think, for example, the 
Dutch system which was deseribed to you by 
Dr. Holtrop sounds better than some of the 
instructions given by the Chancellor in the United 
Kingdom in the post-war period to do things that 
the banks had either not done or things which, when 
they did do them, they did in an arbitrary way. 
This would be a more even-handed way of spreading 
matters. 
COMMISSIONER BROWN: May I switch to 
a slightly different topic. You described monetary 
policy as controlling stocks, and fiscal policy as 
controlling flows, and you described in general 
terms that there had to be a certain relationship 
between these two. I wonder if you could give us 


a little more detail on how you think this should 
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come about in actual operations? 

PROFESSOR SAMUELSON: Well, let me 
approach it by way of a current example. There is 
a considerable body of opinion in the United States 
that there ought to be a tax rate reduction. 
President Kennedy announced a month or so ago -- 
in Aueude, I think -- that he was not going sé 
ask Congress for a tax rate reduction within the 
bavendad year 1962, but that he did intend to 
ask for such a rate reduction in 1963. 

There is a great deal of support for 
that position from the unions and the poor people, 
and there is also considerable support for it from 
representatives of business. The latter group in 
particular are often much impressed by the advice 
given to us by Europeans and also some Gein 
within our own country that it is all right to 
have tax rate reductions which will involve an 
increased deficit in the short-run provided it 
is financed out of "real savings". This is 
interpreted to mean “provided it is not sold to the 
banking system", I think it would be much more 
germane to say "provided it is not sold to the 
central banking system", It is a great illusion 
that if you sell a bond to the banking system 
that is inflationary. 

It is almost the reverse of the truth, 
except in times when there is a great excess of 
reserves, that when you are selling to the banking 


system it uses up its excess reserves which it would 
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not have used otherwise. During most of the post- 
war period whenever a bank bought a bond it had to 
refuse a borrower, and so the way we would try to 
deflate the over-enthusiasm of the post-war boom 
was precisely by getting particular banks to buy 
eerelonidoh bonds. But, if the central, bank buys 
the bonds and creates extra reserves then that is 
expansionary. So, it is said it is all right to 

_ have a deficit provided that it is counter-balanced 
by a stock set of moves -- this is a move which 
is expansionary, and it must be counter-balanced 
by a set of moves that are contractional to some 
degree. I have not seen any intelligent discussion 
as to what in the world this is supposed to mean. 

COMMISSIONER BROWN: Perhaps we could 
have such a discussion now. 

PROFESSOR SAMUELSON: Well, you do me 
too much honour, but I will comment on the matter. 
If it means that we really should not have more 
expansion for international reasons, and that when 
the government creates expansion by reducing tax 
rates, the central bank has to engineer an increase 
in real savings just big enough to offset that, 
then I ae say I cannot see the purpose of it. 

This is a very unpopular policy. The 
country has grave doubts about it. Why should we 
ona to a deficit and do all of the bad things: of 
Life just for the purpose of getting no fruit from 
it at all? 


I take it that not quite that is. meant 
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by the people in Zurich who give us this good advice, 
Probably what is meant is that if an expansion 
follows from this the central bank ought to take 
this into account in its degree of ease or tightness, 
but that says nothing. The same thing would be true 
if there had been a private and spontaneous 
recovery that was stronger than what we now have. 

In an accounting sense our Department 
of Commeree will always register savings equal to 
investment and they do that even in periods of 
greatest inflation, Im 1947 when we had the 
greatest peacetime inflation in recent years; which 
was a left-over from the method of financing the 
war, there was always a balance between savings 
and investment. It comes back to the same kind 
of notion of neutral money -- that the system has 
a way of behaving in barter terms which is desirable, 
and that the real job of the central bank is to 
try to replicate that condition, 

That was my point in the illustration 
of stock being able to flow and inter-act. Leaving 
out the international situation for the moment, the 
effect of this primarily would be that we encourage 
consumption expenditure by private individuals and 
by the government, and we discourage investment 
expenditure, This effect comes about. because 
the conscience of the system with respect to the 
price level is the central banker and he can always 
a ue investment interest rates and investment 


movements to do what he can to wipe out the excesses 
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of fiscal policy. This results in a bad mix from 
the standpoint of growth. If you think we have had 
enough growth and do not want any more then that is 
a possible position, But, you should not let the 
procedure taken by the government, which may make 
one kind of error, and that taken by the central 
bank, which may make another kind of error, go on 
in the hope that the two will cancel out. This 
illustrates the importance of the stock and flow 
analysis. 

I would not agree with one of your 
eminent central banking witnesses in his analysis 
of just what was neutral in terms of defieit 
finane ing by one method and deficit financing 
by another method. He listed half a dozen 
Situations and deseribed which of those was neutral 
in respect to purchasing power. I do not agree, 
Simply as a matter of ones fact. In some 
of his cases I thought the stock effects were 
not big enough to wipe out the flow effects. 

Let me illustrate that with respect 
to my own country. It is sometimes thought that 
if you pay off the debt by a surplus this step 
is not deflationary on the system because, after 
all, when you pay off the debt somebody gets eRe 
money and he can put it into investments. If 
there were a certain conservation law as to 
purchasing power which said that everything 
circulates at the same rate, and that this money 


would be incidentally re-invested, then that view 
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would be correct. 

But, unless the central bank deliberately | 
used the paying-off of the debt as an occasion for 
easing money, the budgetary surplus would be a 
contractional influence. To my mind, flows and 
stocks are inter-acting at every point in the 
symphony -- and I hope it is not a discordant 
symphony. 

I am not sure that I have answered your 
question, but I have used up some time. 

THE CHAIRMAN: We will adjourn until 
2.00 o'clock, 


---Luncheon adjournment. 
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--- Upon resuming at 2.20 P.M. 


THE CHAIRMAN: Mr. Brown? 

COMMISSIONER BROWN: Mr. Chairman, just 
before lunch we were starting a discussion of fiscal 
policies, fiscal techniques, and I would like to 
get Professor Samuelson's views on the relative 
advantages and disadvantages of fiscal policies 
aiming at chances in the tax level as against 
changes in government expenditures. Perhaps you 
would start on that general topic? 

PROFESSOR SAMUELSON: First, I would 
say that a dollar of government expenditure on 
goods and services is expansionary, and a dollar 
of tax rate reduction is expansionary, but there 
probably ig a Slightly greater amount of expansion 
to be expected from a dollar of government 
expenditure on goods and services than from a 
dollar of remission of tax revenue. 

I emphasize this because if you were 
simultaneously to increase government expenditure 
at a given level of national income by $5 billion, 
and match it completely by a tax rate increase of 
$5 million, I don't think the total effect would be 
neutral. There would be a slight expansion from 
having the budget balanced if it happened at a 
high level of activity, because at the high level 
of activity the government is using up resources 
and keeping it high. Likewise, a reduction of 


government expenditure on goods and services by 
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1 several billion dollars, if completely matched by 

9| a tax reduction would, on the whole, not be neutral. 

3 But the difference between them is of course minor 

4 as compared to the fact that they both operate in 

5 |. the same direction: 

6 | For practical stabilization purposes, 

7 some objects of government expenditure, such as long 

8 term public works, have the defect that they take 

9 a long time to be planned, and a long time to be 

10 carried into effect -- there is a delay in land 

11 acquisition and so on, but finally you begin to 

12 put. out money for the use of resources and this 

13| builds up in a characteristic pattern as the school 

14 or building progresses. 

15 Now, by the time a great deal of money 

16 | is actually coming onto the market for labour and 
rT for materials, a short recession may have been long 

18 behind you.and this money may be coming onto the 

19 market just at a time when you already are ina 

20 vigorous expansion and don't need more resources. 

21 So there has been a certain amount of disillusionment 

22 among economists about placing great reliance upon 

23 public works for short see practical stabilization. 

24 I am afraid that monetary policy has. 

25 somewhat the same defects, particularly if we 

26 examine the induced private construction expenditure, 

27 say, in the building of a factory or a hotel which 

28 comes from expansionary central bank action. First, 

29 the central bank-eases the reserve position, brings 


30 down interest rates and increases the availability 
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of credit. Finally, the promoter makes his plans -- 
and it takes about as long to build a private 
structure as it does a public structure. But other 
parts of monetary policy can be more closely geared 
to the current state of activities. 

Now, tax reduction and tax increases in 
principle should be subject to more flexible 
Starting and stopping than in facet they are. In 
the United States it takes a long time for Congress 
ie make up its mind about any fundamental change in 
tax rates, upward or downward, so there is a 
considerable delay. 

It was for this reason that the Commission 
on Money and Credit made a recommendation which was 
perhaps the most widely publicized of all their 
recommendations, even though it wasn't in the field 
of money or credit directly: namely, that the 
executive -- the President in our case -- be given 
the power by Congress to vary tax rates ieeedtaie 
at his diseretion, within certain ranges for certain 
limited periods of time and subject to reversal by 
resolution of Congress and subject to renewal by 
Congress. I believe that such innovation came into 
effect in the last British budget. The government 
was given the power by Parliament to vary purchase 
taxes within certain limited ranges, depending 
upon business conditions, and I believe that use 
is actually made of that provision. 

In the case of the United States government 


the Commission made a recommendation -- and 
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a number of economists have made the same recommend- 
ation -- and President Kennedy did ask Congress to 
give him that stand-by power, as it was called, but 
Congress in its wisdom has not yet seen fit to do so. 

It is asking a great deal of legislators, 
who struggled so long for control over the purse 
susttibcuscalaetevice kings and despots of former 
days, to give up this privilege the first time they 
are asked. The House of Representatives doesn't 
even like to give it up to the Senate; and since we 
don't have a cabinet system of government, the 
cleavage between the executive branch and the 
legislative branch is much stronger than it is in 
the United Kingdom or, I dare say, in Canada, I 
am not optimistic that in the near future in the 
United States this power will be granted, 

But such power would increase the potency 
and timeliness of fiscal policy and a stitch in time 
often saves two or three in the realm of the economist. 
It would have been a good thing in my judgment, 
therefore, in terms of the situation which we now 
have, if President Kennedy had been granted or given 
that power when he asked for it. | 

COMMISSIONER GIBSON: You were talking 
about the speed which fiscal measures take and you 
referred to some parts of monetary policy. Are you 
referring to the existing situation? 

PROFESSOR SAMUELSON: Yes. 

COMMISSIONER GIBSON: Will you elaborate 


more on that? When we were talking about it this 
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morning we didn't get into this question of lags 
very far. | 

PROFESSOR SAMUELSON: Well, that part 
which impinges upon very durably constructed projects 
which last a long time in their gestation period 
and in the planning period, I think! would be subject 
to the same defects as in the case of fiscal policy; 
that part which had to do with, say, the availability 


of credit -- an example would be in the United 


Kingdom during the Maudling Chancellorship when 


there was a release of a block of war savings, 


was it special deposits, -- would begin to be felt 
quite quickly and might begin to be felt in 
connection with short run decisions. | 
Another example would be if the central 
bank has any power over hire purchase; that can be 
changed, and I think the effect would be ie 
almost in the next month's statistics. This is 
getting to be a little bit outside the conventional 
range of central banking policy; but itrdis abit 
of ammunition which I would like to see in the 
arsenal of the central bank, but not with the 


expectation that it would be used all the time or 


even often. That is the kind of power I had in mind. 


COMMISSIONER GIBSON: Are you almost 
suggesting that the vigorous action or sharp change 
in monetary policy will in part be felt fairly 
quickly because of the fact of availability having 
an effect on other markets, but what about the 


gradual changes; there is quite a lag? 
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PROFESSOR SAMUELSON: Yes. I mentioned 
earlier that sometimes you have to keep pushing short- 
term rates for a long time in order to have them 
seep through. 

T was thinking of a sentence in Lord 
Cobbald's testimony where he said that in his 
epee a it took about six months to get a change 
in the climate of expectations of the money market, 
and perhaps for the policy to become effective. 
I am sure that no single figure can be specified 
with any accuracy, but these things do involve a 
great deed of time. | 

There is another slight asymmetry 
between the delays involved in monetary policy and 
in fiscal policy that has to do with the following 
matters. A tax reduction or tax rate increase is 
a dramatic "once and for all" thing; it usually 
takes time to do something dramatic and "once 
and for all". 

The central bank, as Mr. Sproul mentioned 
in his submission to you, can probe and retreat. 
This is not to deny any one little act of a central 
bank takes time to work, but it does mean that 
you can superimpose upward and downward impulses 
and therefore have a rather better timing relationship 
over the system. It is' like the example in one 
of the submissions before you of the result of 
a lot of stop and go driving; you put your feet 
on the pedal and take them off, not because you want 


to ereate jerks, but because the load is an on and 
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off type of thing. I think there are advantages like 
that in the realm of monetary policy. 

Fiseal policy has that, but not in a 
discretionary way; there is the eiaaiial flexibility 
of a modern fiscal system of tax setting whereby the 
minute business begins to drop off, even if Parliament 
is out of session , an expansionary mechanism goes 
into effect. The only trouble with built-in 
flexibility is that although it resists a motion 
in one direction it cannot be expected to reverse 
that motion and wipe out all of the motion; discretion- 
ary action could be more helpful in that regard, 

COMMISSIONER MACKINTOSH: Would you 
explain that second last sentence a little further; 

I didn't quite get it. 

PROFESSOR SAMUELSON: With respect to 
automatic stabilization? | 

COMMISSIONER MACKINTOSH: Yes? 

PROFESSOR SAMUELSON: The powerful 
automatic stabilizer in any system is our heavy 
reliance on income tax of persons and our heavy 
reliance upon income tax corporations; the latter 
is particularly sensitive to changes in business 
conditions because profits are a residual item with 
a corporation and they are especially affected by 
small variations in business conditions. 

Now, when you get a drop in business 
conditions,let us say a drop in the Gross National 
Product of a billion dollars, there would be a 


fractional drop in the tax receipts, but every tax 
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system which I know of only taxes a fraction of the 
marginal dollar. Now, that fractional change in 
tax receipts is in the direction which resists the 
movement, whether it be downward or upward, but it 
is always a fraction and never enough to reverse a 
trend and that is what I had in mind. 
COMMISSIONER MACKINTOSH: I see. 
PROFESSOR SAMUELSON: I want to emphasize, 
though, that the wisdom of the past has a half life 
that is guite short. When Adam Smith sat down to 


write down the four tenets of taxation, (which 


“his editor said would be just four things he happened 


to think of that morning,) one of his tenets of 
taxation was that a good tax is a tax with steady 
revenue year in and year out, no matter what happens 
to the state of the economy. 

Now, we have turned that doctrine upside 
down in the 20th century and regard a good tax as 
one with built-in flexibility and which doesn't work 
independently of anything but which moves with respect 
to anything. This is a two-edged sword but iti 
a powerful drag -- albeit a fractional drag -- on 
the upside and that is why the automatic stabilizers 
cut down the amplitude of a pre-existing cycle, but 
can't cut it out completely or reverse it. 

COMMISSIONER MACKINTOSH: I notice that 
you leave out excise and sales taxes; wouldn't they 
operate much the same? 


PROFESSOR SAMUELSON: The purchase tax, 
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which was a discretionary instrument in the British 
system, is an example of it; that would act very much 
in the right direction because it is not gradual. 
LPoLG 0g across the board and not applied to luxuries, 
which have a very high income demand, this tax change 
is perhaps not as stabilizing as a graduated one, 

but ie is stabilizing and it is an important part of 
the fiscal systems of our country and is perhaps 
important for other countries. 

COMMISSIONER BROWN: If this applied to 
luxuries it would be even greater? 

PROFESSOR SAMUELSON: Yes. 

COMMISSIONER BROWN: This morning you 
aistingdishéa between a transfer type of government 
expenditure and an expenditure of goods and services. 

PROFESSOR SAMUELSON: Yes. 

COMMISSIONER BROWN: Would you like to 
amplify that? 

PROFESSOR SAMUELSON: Yes. An example 
of an expansion of goods and services would be the 
hiring of an employee of a Royal Commission, or a 
judge, or a postal clerk, the purchase of a typewriter 
for the government, or the purchase of a battle-ship; 
those use up the resources at the very first round. 

An example of a transfer expenditure by 
the government would be the cost of a payment to a 
widow, independent of any activity which she now does. 
To her it is disposable income and on the next round 
she spends it and it shows up in the Gross National 


Product figures, but on the very first round it is a 
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1} transfer. There are some other transfers that are 
2| not important in this connection. 

3] | When I was replying to your earlier 

4 question about the potency of fiscal policy I was 

5 careful to compare the potency of taxes and 

6| government expenditure on goods and services. 

7\ With respect to transfer expenditures by 
8 the government, unless they happen to go to 

9 particularly pucnatbenkee types, or to low income 

10 groups who are particularly rapid in spending their 
11 money, or unless the tax happens to come from 

12 particularly wealthy people whose expenditures are 
13 independent of their income, it is much more of a 

14 standoff. Transfer og te have auras the 

15 same dollar for dollar potency -- and this is 

16 just an approximation -- as tax receipts. 

17 COMMISSIONER BROWN: Have any of. the other 
18 Commissioners any further points on this fiscal 

19 matter? Otherwise I would like to aon you for 

20 your comments on the proper goal of the Council of 
21 Economic Advisers in all this picture? 

22 PROFESSOR SAMUELSON: The present Council 
23 of Economic Advisers constitutes a staff for the 

24 President -- for the executive; it is within the 

25 | executive office but it is not literally within the 
26 White House. The primary allegiance of the Chairman 
27 of the Council of Economic Advisers is to the 

28 executive. He is not a disinterested scientist 

29 who is free to go and give his opinion on every 


30 subject, because his remarks wouldn't be interpreted 
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to be those of a disinterested scientist, but 
would be interpreted to be that of the spokesman 
of the government. He is not directly responsible 


to Congress, but he testifies before Congress. 
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Terente, Ontaric 
I cannot remember a case recently where the 
ehairman of the Council of Economic Advisers has 
said: "I refuse to answer the question of a Senator 
from the Joint Economic Committee because I invoke 
the privilege of executive privacy", but you can 
imagine such a case. 
He is concerned with fiscal policy, 
he is concerned with monetary policy, and he meets 
with committees of a formal or informal sort which 
have various members of the Treasury, including the 
Secretary of the Treasury as members, and which 
various members of the Federal Reserve System, such 
ap the Chairman of the Board of Governors, attend, 
I do not think that one can imagine a good system 
in which the Chairman of the Council of Economic 
Advisers would be in a position to tell the Secretary 
of the Treasury just how he ought to finance his bonds, 
or tell the head of the central bank exactly how he 
ought to conduct his open market operations; but I 
do think it is appropriate for economists within the 
government, to make their advice available to the 
President, who indicates his wishes to his own 
secretary of the treasury and exercises his good 
influences with the head of that Federal Reserve. 
Going by what has been announced in the 
newspapers, there have been periodic meetings at 
the White House to which Chairman Martin of the 
Federal Reserve has been an attendant. In Woodrow 
Wilson's day I think this could not have taken place. 


I believe Woodrow Wilson, when the Federal Reserve 
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Act was first established, went so far as not to 
invite to his official receptions members of the 
Federal Reserve Board lest there be any possible 
thought that the independence of the Federal 

Reserve was being infringed. He perhaps remembered 
Adam Smith's dictum, that tradesmen never get 
together even for the purpose of social pléasure but 
what they conspire together against the consumer. 

He did not want to-break bread with the Federal 
Reserve Board. 

Those days are gone. If the recommendation 
of the Commission on Money and Credit were to go 
into effect, the Chairman of the Board of Governors 
of the Federal Reserve would serve at the pleasure 
of the new president. The president would have 
the right to name him. No one knows what the 
unwritten tradition of the United States is when 
the new president comes in. As far as I know 
nobody knows. It is possible that President 
Franklin Roosevelt and the Chairman of the Federal 
Reserve Board knew what the unwritten tradition was. 
It is possible that Chairman Martin and President 
Kennedy knew in 1960, but the likes of us do not 
know. I cannot believe that is a perfectly 
satisfactory arrangement. A tradition shies everybody 
knows is just as good as a law, but a tradition 
aa is ambiguous and sometimes followed and 
sometimes not followed seems to me to have all 


the disadvantages that one can imagine. 
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So to my mind the Council of Economic Advisers is 
just part of the economic staff of the executive. 
I am not particularly in favour of the grandiose 
proposals that have been made by several important 
people in the United States, that there be a grand 
council -- let me call it an ecumenical economic 
council -- involving the stocks and flows set up, 
to co-ordinate these various things. 

I believe that the distinguished 
Elliott Bell, former adviser to candidate Dewey, 
the Commissioner of Banks for New York State, 
editor of Business Week, has proposed such a 
commission. 

Just this summer the distinguished 
Arthur F. Burns, a professor economics and the 
president of an economic research committee, the 
chairman of President Eisenhower's Council of 
Economic Advisers has proposed a kind of super- 
authority or group to come together for the purpose 
of discussion. I have thought a good deal about 
the problem - and I do not think that this would 
help a great deal. In fact, it might hurt since 
the division of responsibility is very unclear 
in such a situation. You could get an awful lot 
of buck passing in such a situation. 

COMMISSIONER LEMAN: Would you argue 
even more that there should not be such a council 
which would be deemed not to be government? 

PROFESSOR SAMUELSON: I think I would 


go a little further, I think that an advisory 
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council to the central bank is useful. I have in 
mind the board of the New York Federal Reserve Bank; 
the board of directors of the Boston Federal Reserve 
Bank, Those are esteemed citizens pihoked to serve 
on the board. The Chairman might be the president 
of my college. He might be the treasurer of a 
large oil company. This is a very nice relationship 
to give the central bank an insight into what is 
happening in the city and what is happening abroad, 
but these people do not decide open market operations. 
It would be wrong for them 86 do so.tnt thimknit 
is very wrong to depend upon committees outside the 
government to really call the shots on policy. 
At. periodie intervals this is all right to focus 
public attention, 

We have just had a management-labour 
committee in the hope of finding something better 
to control cost-push inflation, which involves 
fiscal policy and monetary policy. It has 
representatives of business, it has representatives 
of labour and it has so-called public representatives. 
I do not want to pre-judge the matter, but it is my 
general impression that people have not found it 
to be a terribly important operation. It certainly 
has not done a lot for the price-wage cost-push 
part of the problem. Some economists interested 
in wages think that if that group were more active 
it would do more harm than good. So, I do not 
think that the Council of Economic Advisers should 


be given part of the responsibility for these acts. 
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I do not want to speak of the London 
situation, but the submission before you which I 
read suggested that it is extremely valuable to 
have exactly the same composition for the Bank 
of England as is now the case. I feel that England 
must be a pretty lucky detnnes to be just right 
NOW » So that any change from its current position 
would be a move toward the worse. 

I think that the primary responsibility 
for central banking operations must lie with the 
central bank with responsibility to the government 
after a suitable delay period and without having 
government breathing down the neck of the central 
bank in its day-to-day operations. 

In the case of the United States the 
issue debated in the past has been about the 
relationship of the Federal Reserve to the executive. 
No federal reserve official known to me has ever 
argued that he did not owe complete and ultimate 
allegiance to Congress, so there is no independent 
Federal Reserve in my country as against legislature 
and the courts and thesexecutivesenThere isino 
fourth estate of government, which is the central 
bank, and I think properly there should not--be such. 
I think there have been times in certain Continental 
countries where the central bank has in fact been 
in power, and even has affected cabinet turnovers 
by its various foreign exchange operations. I think 
that is an anomaly in a democracy. 


COMMISSIONER BROWN: Earlier this morning 
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Terente, Ontaric 
you discussed debt management to some degree, and 
I think you were quite fair in saying that you 
considered it as part of monetary policy. Would 
you care to tie this in with the other point you 
were discussing this morning, and that is the 
question of liquidity and the extent to which, 
by varying the maturity spectrum of existing debt, 
Liquidity is changed? 

PROFESSOR SAMUELSON: I think the 
distribution of the debt by maturity will have in 
the long-run a substantial effect upon the 
distribution of short-term and long-term interest 
rates. The presumption is that a long-term debt 
instrument which has a long time to go is essentially 
a less liquid instrument than a short-term one, 

It is less liquid to the system as a whole, and in 
a degree it is less liquid to the single small bank, 
because you cannot predict the price you will be 
able to’realize on it. °-Theré°is’a risk-in 
connection with it. I think long-term government 
debt is much more a rival to long-term rates that 
are applicable to private investment. I think, for 
example, the bill rate can fluctuate through a 

far wider range without affecting mortgage 
availability than can long-term government bonds. 
The long-term corporate bond issues are much more 

“ whapent geared in price to the long-term yield on 
U.S. government issues than they are to the bill 
rate. I do not think you can have just any curve 


in interest yields in terms of short and long which 
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you want. Certainly if you will the need you must 
will the means, and you must also take massive 
changes in the amount of market long-term issues. 
I am not making the suggestion that with a small 
departure from bills only you will get a tremendous 
advantage. With a small departure from bills only 
you will get a small advantage. I suspect in the 
long run it is not a negligbly small advantage. 
There is a slight problem in the 
United States as to whether in the construction 
field certain of the instrumentalities set up by 
the government are not acting a little bit like a 
second.central bank. I have in mind the borrowing 
organizations of the Federal Savings and Loan 
Association, which lends money; it makes money 
available to its members in much the same way that 
discounting makes money available to ordinary 
commercial banks. Now, I think that should be 
co-ordinated. There should not be two independent 
wills in the system involving possible conflicts, 
one undoing the work of the other. It seems to me 
that by consolidating these two into what we call 
a central bank, the combined operations will have 
an effect on the liquidity relevant to the housing 
area much more powerful than just a change in the 
short-term bill rate. The same is true with 
respect to the international competition for funds. 
It was mentioned to me as we were 
breaking up for lunch that a change in the reserve 


rate against savings deposits or time deposits had 
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been announced just this morning in the United States. 
I do not know if this is a correct fact, but let us 
suppose that it is and that it was reduced from 

5 per cent to 4 per cent on the supposition that the 
Federal Reserve wants at this time to ease money 

a little. I hope that is what they want because 

all the business indicators are in a somewhat 
apprehensive state. This seems to me to have been 

a very good thing to have done, for the good it 

does to the domestic investment. It will probably 
cause less leakage of funds abroad than a similar 
release of millions of dollars in an area that 
involves the big wholesale banks in New York. Their 
customers must properly always look to the London 
bill rate in comparison with the American bill rate 
and shift when there is a differential. This is 

not what I call hot money. I think it is better 
called cool money. It moves with respect to the 
differentials. 

It seems to me that the savings banks 
which are affected by this particular change, are 
the most likely not to be in the market; or again, 
commercial banks with large savings deposits such 
as the small banks in the part of the country that 
I know best, will not send money abroad and we can 
have more expansion with less danger to the 
balance of payments. This is precisely the kind 
of liquid operation that the good part of the 
Radcliffe Committee was aiming at -- which would 


be thrown away by the very narrow conception of a 
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Terente, Ontario 
central bank -- as this is affecting the neutral 
money at the shortest end, regarding it as the province 
of the free market to adjust the differentials. 
Most of the differentials can be adjusted by the 
free market, and ought to be, but I think it Be 
use a little help within the framework of law 
and responsible government for the purpose of 
stabilization and long-term economic development. 
COMMISSIONER BROWN : In pour brief 
you made it. quite clear that in your opinion the 
treasury when selling a bond issue had to in fact 
disregard its cost as an element in its decision, 
and that its decision should be made based on 
monetary effects with the whole ---- 
PROFESSOR SAMUELSON: . Excuse me, 
TI hope I did not say "disregard its cost", It 
ought to count the cost and thmincur it --- 
COMMISSIONER BROWN: I am sorry. 
PROFESSOR SAMUELSON: Not and consider 
that this was no objective at all. It should 
balance that cost against the advantage. 
COMMISSIONER BROWN: Yes. I rather 
gathered that this should be subserviant to the 
main objective, monetary policy as a whole? 
PROFESSOR SAMUELSON: Mes ¢ If Liwere 
to make a charter for debt management I would 
specifically say that ideal debt management is not 
that which over the business cycle minimizes the 


cost of debt services. 
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Toronto, Ontario het 
The ideal debt management is one which achieves the 
greatest stabilization over the cycle and the best 
long run development at the same cost in terms of 
debt service costs. 
In the United States there is an illusion 
on the part of some people that the secretary of 
the neensity determines expenditure. I do not know 
how that idea could have grown up even in the 
sense of policing expenditure. In the United States 
it is the Bureau of the Budget and the Director of 
the Bureau; but his job is not to cut down on the 
armed services, say, but to co-ordinate the will 
of the government. The job of good government is 
not to cut down on government expenditure but to 
have the right amount of expenditure. The same with 
respect to debt services. Like any other expenditure 
it should be incurred in a good cause, and one good 
cause is to have the proper maturity structure of the 
debt, as part of good stock management for the 
purpose of business cycle and development control, 
COMMISSIONER BROWN: This means that 
at times he will be selling at the peak of interest 
rates? | 
PROFESSOR SAMUELSON: Yes, that is right. 
COMMISSIONER BROWN: And at other times 
he will be selling at the bottom of interest rates? 
PROFESSOR SAMUELSON: That is right. 
And it probably means that the proper time to 
lengthen the debt is when it will cost the most 
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I want to express my disagreement with 
the position of the Joint Economic Committee 
Majority Report on this subject, which said that 
there is no particular potency in debt distribution 
anyway, so a good time to lengthen the debt is 
during a sloppy recession market when interest rates 
are very low, and it can be done most advantageously. 

My view is the reverse, 

COMMISSIONER BROWN: This is no long- 
term problem for him or even a short-term problem. 
He is selling the most expensive debt for the longest 
period of time? 

PROFESSOR SAMUELSON: I think that is 
a desirable thing to do. If one took seriously the 
notion that the best debt maturity is that which 
minimizes the service cost to the Pa ete then 
you ought to issue greenbacks, not interest-bearing 
money. I may say that the printing of greenbacks 
which is the privilege we give to the central bank 
-~ most modern governments do not choose to use it 
itself; they have a go-between which does it -- 
can sometimes be the correct thing to do. But 
you want to do it only when what the economy needs 
for stabilization of long term development purposes 
' is avlarger amount of M in the sense of cash, as 
against near M in the sense of bills, or as against 
slightly further M in terms of long-term bonds. 

COMMISSIONER BROWN: Does the same 
principle hold that when interest rates are at 


their lowest you should sell the shortest? This 
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obviously creates embarrassment to him when he is 
next on the market. 

PROFESSOR SAMUELSON: It would often be 
the advice I would give, but for the reason that 
when interest rates are lowest, is typically 
the time when the economy has a vast amount of 
unused resources and you want the greatest expansion 
effect from your stock operation or monetary policy, 
and you get that by short term. 

COMMISSIONER BROWN: And by increasing 
the liquidity? | 

PROFESSOR SAMUELSON: Yes. But I do not 
subscribe to a view which is popular amongst some 
deantnda tet writers and bankers, particularly the 
older ones, that floating debt itself is about as 
evil as greenbacks. It is funny that people who 
deal with money most sometimes have the view that 
it isathe worst thing in the world for there to be. 
I think that a large amount of floating debt be a 
normal accompaniment of a modern system like the 
United States, in recession times, in excessive 
boom times, and also in conditions of prosperity, 
with more or less stable prices. 

May I make it clear that I am interested 
in reducing debt service charges, all other things 
being equal, as part of good management. One of 
the ways to reduce debt service charges is by properly 
catering to the desires of the market. This does not 
mean that the market place tells you what you ought 


to do, but if insurance companies have a great need 
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1 for a bond which would not be callable for ten years, 
2 and they are willing to pay for the privilege of 

3 playing safe for ten years from now, then the astute 
4 secretary of the Treasury will issue the type of 

5 security which creates the greatest good all round. 
6 That is making them pay for the privilege. So that 
7 there should be no unnecessary enlargement of debt 
8 service, because debt service, although a necessary 
9 evil, is an evil. 

10 I do not like in the American system to 
11 have to raise $10 million fixed taxes every year 

12 for this purpose. But we do live under law and 

13 | order, and people who bought the bonds bought them 
14 in good faith. I am not in favour of a capital 

15 || levy or an cuecmecikitee of them, and I think it 

16 is very well worth the price that we have to pay. 
17 COMMISSIONER BROWN: That is all I had 
18 on that. 

19 COMMISSIONER MACKINTOSH: Professor 

20 Samuelson, I should like to direct your attention 
21 for a Little while to the international side. We 
22 are accustomed here to think that we have a very 

23 open, Ssucnies windy, economy, and putting aside 

24 the question of degree, how far in such an economy 
25 do you think you can find any criterion for 
26 monetary policy other than your international bonds 
27 and your international flows? In other words, how 
28 significant is a domestic monetary policy aside 

29 from the external? 


30 PROFESSOR SAMUELSON: Leaving out the 
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problem of objectives and sticking to the problem 
of the factual choice open to you, the smaller you 
are, the more open an economy you have, the less scope 
you have for an independent policy. This would be 
obvious if you thought of a province of Canada which 
tried to have central banking operations and who 
set was rate of interest it wanted. I do not 
suppose that any bank in Canada would be foolish 
enough to believe that. 

COMMISSIONER MACKINTOSH: You might 
be surprised! 

PROFESSOR SAMUELSON: Well, you would 
find a leakage abroad very rapidly, and I think the 
testimony given before you by Professor Lundberg of 
Sweden, and by Dr. Holtrop of the Netherlands Bank 
is very relevant in this connection. On the other 
hand, I think you have a measure of autonomy, and 
it is within that measure that you would work. 
Furthermore, this has a bearing upon what the rules 
of the game are. (1) Do you operate within the 
framework of a fixed exchange rate standard? 

(2) What is the situation with respect to your 
capital market? 

Now, I have read with great interest 
Professor Lundberg's discussion of the Swedish 
situation, He pointed out in a very matter of 
fact way, because it is one of the facts of life 
which he has always known, that there has been 
almost no capital investment into Sweden. I had 


not realized that until last May when I was lecturing 
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in Stockholm, I learned it with great surprise. 

I also learned what he did not neneten? -- but 
perhaps it came out during his oral testimony -- 
that it was because the Swedes do not allow capital 
investment. Standard O11 of New Jersey cannot go 
into Sweden and buy up an existing network of filling 
Stations. It can do that in Belgium. It can do 
that in France. It can do that in the U.K. But 

it cannot do that in Sweden. When I was in Sweden, 
with great generosity the government permitted a 
large canning operation to merge with a Norwegian 
canning operation, probably because they were nice 
Seandinavian Norwegians and this was permitted. 

I think that that is one of the reasons which 

would explain Lundberg's problem, He said: How is it 
that our federal government has not been able to 
contrive a balance of payments crisis in the post 
war period since 1947, and we are the most open 
economy imaginable because we have low tariffs? 

I think if you had Swedish provinces and they went 
to a nearby market to borrow at their discretion, 
there might have been a different situation there. 
Particularly for a country like Canada, living -- 

I will not say in the shadow of the United States, 
-~ in close proximity to the United States, you 
have to specify to me just exactly what will be the 
eveeetea of different people to borrow, and what 
would be their habits. That being the.case, you 
will find a lot of eredit policy is determined 


not by the federal treasury but by some of your 
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provincial treasuries, and by some of your very 
large corporations. There is a discipline imposed 
by the international balance of payments problem 
for every country. The only exception I know is 
the United States. From 1933 until about 1958, 
the United States -- and I went to every meeting 
in Washington and I have read the record every day 
-- had no great concern about a balance of payments 
problem except to help the other fellow. It was 
a honeymoon which lasted much longer than most 
honeymoons are expected to last, but now it is 
over. We have rejoined the human race and we too 
have a balance of payments problem. As Per Jacobsson 
said, Providence did not give the United States 
permanently an immunity from these various problems. 
i sions that if I were a small nation 
and I were sdabind abgumiane upon staple products 
like forestry, uranium, and various mining products, 
and I had open to me the option -- which is not open 
in the United States -- of a floating exchange rate, 
I might take up that option. I do not think the 
United States is in a position to let its exchange 
rate float because the rest of the world would not 
let it happen. A small country might be in the 
position where the rest of the world would het it 
happen, and I think that certain advantages and a 
certain increased freedom could come to monetary 
policy in such a regime. If the freedom is the 
freedom which is going to be abused and the freedom 


which will not make corrections in the economy 
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which ought to be made, and there is no discipline 


or substitute for the discipline of--the balance of 


payments, then this is probably going to do more 
harm than good. Possibly under better management a 
flexible foreign exenahavrrate policy, including 
perhaps a floating rate, gives extra options to the 
authorities, both for fiscal policy and for monetary 
policy. 

COMMISSIONER MACKINTOSH: If your 
floating exchange rate does protect you and fluctuates 
a great deal, are not the penalties fairly heavy? 

If you have a floating exchange rate which stays 
pretty steady, then that is all right. 

PROFESSOR SAMUELSON: If otk have a 
floating exchange rate and you have in your money 
market very panicky individuals who seem to be 
especially prone to listen to every possible rumour, 
and some sharp operators jump on every movement so 
that the speculation which you get tends to be 
not of an informed stabilizing pattern put instead 
glorifies in accentuating movements, something 
alleged to be true of some of your small mining 
stocks -- I now mean equities -- then you could, 

I think, get almost none of the advantages £r6u a 
floating exchange rate and you would reap the 
maximum disadvantage. It would be hard to carry 
on foreign trade. Every exporter and importer 
would have to be an arbitrage expert. The premium 
which would have to be paid for coverage to Loyds, 


or anybody else, would be very high under those 
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circumstances, and it would be a dead weight drag 
on international trade. 

Moreover, this could be true of any 
speculative market because of an extra feature with 
respect to foreign exchange rates of a country. 
When I speculate in wheat and I pass rumours around 
which will make the price of wheat temporarily go 
up, there is an underlying economic law which says 
that there is only so much physical wheat and only 
so much need for wheat, and the boom will come down 
and will have as its rendezvous some rough economic 
approximation to the equilibrium level. 

In the foreign exchange rate field we 
cannot be sure of that, for the reason that if you 
have a very strong bear raid on a currency you 
might find within the country monetary policies 
and fiscal policies which accompany that which 
justify the exchange rates being low permanently. 
In other words, there is no par to which things 
return. That means that a bear raid, a speculation, 
may be successful when it is being destabilizing; 
whereas in penny Canadian stocks and in the wheat 
market, on the whole the people who end up making 
money, unless there is misinformation being spread, 
are thé people who correctly gauge the depths of 
the mines, the value of copper ore, and the demand 
for wheat in comparison with the weather in the 
wheat growing provinces. 

In the exchange rate field where there 


is no par, because of the grain of truth in the 
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Quantity Theory of money that we would be no worse 
off if we had twice as many dollars and twice as high 
prices, the people who destabilize exchange rates 
might be in the end rewarded. This is an aspect 

of the problem which is on the negative balance 

sheet with respect to floating exchange rates. 

The last thing in the world that I 
want to do is to appear in Canada before experts 
who knowssomething about Canadian affairs and 
pentificate about them. But I should have thought 
that when the Canadian dollar was $1.03 in terms 
of the American dollar and the Canadian economy 
was slowing up in its rate of growth, not compared 
with the American economy but in terms of its per 
capita rate of growth -- because of lots of 
external factors, such as the fact that the 
uranium market was finally giving out, and a number 
of natural reasons like that -- that would have been 
in order in those circumstances would not be a forced 
devaluation of the Canadian dollar from $1.05 to $1.03 
and then to $0.99 by some kind of exchange stabil- 
ization activity, but rather that the floating rate 
would have given the central bank the freedom to 
pursue a more expansionary policy than would have 
been possible under a fixed exchange rate. 

In that circumstance, as the Canadian 
economy expanded and its imports expanded relative 
to.its exports, the $1.03, without regard to any 
speculation or nudge by the government directly, 


would have flowed downward from $1.03 to $1.01, 
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and even down to $0.98, and stayed at $0.98. That 
would be, to my mind, using the advantage of a 
floating exchange rate. I do not know whether in 
any period of history it has ever worked out like 
that, or could be expected to work out like that. 
I would hope that in the future it could be expected 
to work out. 

I might call your attention to one 
possibility other than a floating exchange rate, 
freely floating. Professor Phillips, whom I 
mentioned earlier and who happens to be a visiting 
professor at M.I.T. from the London School of 
Economics just for this year, is a very able 
economist and also a very clever man at thinking 
up gadgets. Most people's gadgets in economics I 
do not like, but he has mentioned one possibility 
here which sounds interesting to me. He said to 
me: "Why should not some governments, particularly 
small governments, have a policy that they will 
permit an exchange rate fluctuation within any one 
year of a certain magnitude? Let us say Tt is ‘ene 
per cent a year. One per cent per year is unlikely 
to stampede speculators, because you cannot make 
much out of it; but over a ten year period, if 
your cost level is getting a little out of line with 
other people, it will help you make adjustments." 
Now, if you do this, and on the first day of the 
year you use up your one per cent, then you are right 
back in the problem. Again, it is a one-way move 


for speculators. You guess that you are going to be 
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4 forced through. But if you are a little more subtle 
2 than that -- and, by the way, one per cent is not 
3 big enough; it depends on the nature of your export 
4 industries, I would think, and your capital markets 
5 -~- I think it would give you many of the advantages 
6 of stability for international trade purposes, and 
7 some of the advantages over a long period of time 
8 of adjustment which can come from differential 
9 exchange rates. Ido not recommend this to this 
10 Royal Commission, but I do nominate it for 
11 consideration along with lots of other possible 
12 devices. 
13 COMMISSIONER MACKINTOSH: I take it» 
14 that the central purpose of that is to avoid the 
15 disruption of this demonstration of a fundamental 
16 disequilibrium to the international monetary fund 
17 and a change of par values? 
18 PROFESSOR SAMUELSON: Yes. 
19 COMMISSIONER MACKINTOSH: It is a 
20 sort of instalment plan? 
21 PROFESSOR SAMUELSON: Yes. It is not 
22 as if we really stick to the old rules of the gold 
23 standard and have internal plexabiainy of wages 
4 going up:and down. What happens is that in effect 
25 we insist on rigid wage rates. 
26 
27 
28 
29 
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COMMISSIONER GIBSON: May I interject 
a question at this point? 

THE CHAIRMAN: Yes, certainly. 

COMMISSIONER GIBSON: Professor Samuelson, 
you gave a very interesting hypothetical question 
on the Canadian situation. You deliberately said 
it was hypothetical. Supposing we had an exchange 
rate of $1.03. This would give you an opportunity 
to pursue a monetary policy of a more iekeniawer 
nature. You would be free to do this. 

PROFESSOR SAMUELSON: Yes. 

COMMISSIONER GIBSON: If you add to 
that a country running very large balance of payment 
deficits, which I think would be generally recognized 
as being an undesirable picture, would that change 
your conclusions very much or would it change them 
at ali? 

PROFESSOR SAMUELSON: I think in that 
case, if you have the freedom to have a floating 
exchange, it would seem to me that under that 
circumstance, if there was’a permanent deficit in 
the balance of payments that looked as if it were 
due not to temporary reasons-- in other words, in 
Australia if the wool crop write particular year 
is bad there are great strains imposed on the 
balance of payments, and the central bank will help 
them right through -- say, if you felt that the cost 

structure of a country like Canada was getting out 
of the line and was not likely to get into line soon, 


then I would certainly think that would be the best 
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occasion for not, by austerity at home, preserving 
the $1.03 exchange rate through a tight monetary 
policy. Nor would I even think it a very good thing 
to bridge the gap by borrowing abroad, as you can 
do if you generate high interest rates at home. 
That short-term relief puts off the: day of adjustment. 
I am not wholly facetious when I say that I think 
all this is hypothetical; perhaps I make: reference 
to-a country like Aleutia, or some other textbook 
name, because I don't know enough about the Canadian 
situation of a few years ago, although some people 
would think my analysis just fits to state with 
confidence that what I am saying is applicable to 
Canada as against some other view. I would have a 
suspicion, though, that there may have been that 
opportunity. 

COMMISSIONER GIBSON: We also had a 
persistent and very large balance of payments 
deficit. 

PROFESSOR SAMUELSON: Yes.» In response 
to a question by Dr. Mackintosh who asked me, I 
think, if you found you had a very obstreperous 
market of speculators and not only a windy economy 
but windy speculators who got their wind up very 
easily and reacted upon each other -- let me say 
that if I had a floating exchange rate I would put 
a good deal of weight upon a stabilization board 
in the country which would counteract that situation 


and would even teach the rascals a lesson 


occasionally in a way very painful to them. 
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You cannot do that if you have nothing 
in your coffers. You have to start out with enough 
foreign exchange to be able to operate, for sometimes 
when you try to punish them it is going to take a 
good, hard campaign to do it. You better be sure 
you are loaded for that. There is no reason why, 
a tig you have a floating exchange rate, you cannot 
insist that it float very gently, for then you are 
just back to where you were with a stable exchange 
rate. <A stable exchange rate is a floating exchange 
rate that is not allowed-to float at, all or only 
allowed to float between very narrow gold points. 
Many people have suggested there be a 
widening, if necessary an artificial widening, within 
the gold points in which exchange rates fluctuate. 
I believe that in one of his incarnations Mr. Keynes 
in the 20's suggested that. I do think that people 
are a little optimistic to believe a slight widening 
of the exchange rates will handle a fundamental 
disequilibrium. If you have a real disequilibriun, 
you can't have very much confidence that you 
letting the British pound fluctuate from $2.90 
to $2.70 as against $2.82 to $2.78 will cure, it; 
but it is quite good for short-term seasonal 
fluctuations and other things like that. 
COMMISSIONER MACKINTOSH: I.do not 
want to examine this in great detail but what is 
your view on the adequacy of international liquidity 
in these days of various proposals for enlarging 


immediately or ultimately? 
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PROFESSOR SAMUELSON: If the principal 
nations of the world could get together with the 
International Monetary Fund after a good deal of 
private consultation of government officials and 
central bank officials, and set up a more formal 
arrangement involving a larger amount of reserves, 
I think that would be a very good thing. That 
does not mean I agree with the Triffin Plan or any 
particular type of plan, but I think it would be a 
good thing not merely because the quantum of real 
world trade is growing very fast compared to the 
quantum of money that our present gold mining and 
instruments provide, but because the countries of 
the world and their balances of payments in the 
world, it seems to me, are out of kilter somewhat 
in respect to each other, and larger reserves would 
be very helpful in easing the situation. 

There may be a day ahead when that 
quantum of world goods becomes so much greater 
than the amount of the gold increase that you will 
have to have very high stilts on the gold, and if 
you do not do it in a formal arrangement you will 
have stilts that wobble and are not quite long 
enough, and there will therefore be a drag upon 
world trade. I do not think we are yet in that 
particular position, and so it is not for that 
reason at the moment I would be most in favour of 
such an expansion. But I am in favour of expansion, 
and one of the by-products of that would be good. 


It would be a bad thing, however, if it just resulted 
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1 in thoughtless finance. 

2 COMMISSIONER MACKINTOSH: In what? 

3 PROFESSOR SAMUELSON: ‘Thoughtless 

4 finance and just used as an occasion to give 

5 irresponsible government more rope to create 

6 internal demand pull inflation. I do not think 

7 demand pull inflation has been a problem in the 

8 United States, and I suspect it has not been a 

9 primary problem in Canada. But there are other 
10 parts of the world where the diagnosis might well 
11 be different. 

12 _ COMMISSIONER MACKINTOSH: It certainly 
13 has not been here recently. 

14 PROFESSOR SAMUELSON; No, it has not 
15 been recently, but it is possible that what is 

16 going on in Continental Europe where money wages 
17 in, say, Germany are rising more than 10 per cent 
18 a year and productivity is rising but not by 

19 anywhere near that amount, is accompanied by some 
20 elements of demand pull. I do not want to wish 
21 inflation on my neighbours but if they persist in 
22 it for a little while, I guess we will be able to 
23 tolerate it! 

24 COMMISSIONER MACKINGTOSH: The same 
25 argument can be made that a little inflation in 
26 the United States might ease our position. 
a7 COMMISSIONER LEMAN: Mr. Chairman, there 
28 | is one very short question I should like to ask 
29 Professor Samuelson. It refers to the last 


30 sentence of your Section 12 on page 28. You have 
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Terente, Ontario 
explained that central banks started as being 
really super-commercial banks with a priority 
of privileges over others and gradually they 
really became nab Bawefeat-stzenowas In the last 
sentence, though, you write: 
"Profit maximizing is at least 
a definite task and its disappearance 
makes the job of decision-making all 
the more ambiguous and difficult." 
Is there a little nostalgia in there? 
PROFESSOR SAMUELSON: No, I just had 
in mind that I would rather run a sweat shop or a 
department store than the Ford Foundation, just 
from my own personal aed RoRira ches ease, because 
each day you would come back from the sweat shop 
or department store and you would say, "Another 
day, another dollar". In deciding whether to stock 
certain merchandise you would ask yourself the 
question, "Will it pay?" That is a crispness which 
is very helpful for decision-making, but if you are 
running the Ford Foundation you are giving away 
money, and the most difficult thing in the world 
is to score yourself on whether you are giving away 
the money well. The business of the vekirel bank 
is not to give away money but it is to achieve the 
common good in the macro-economic field, and there 
is no cash register which shows you every day just 
how you are doing. That is all I had in mind there. 
It would be terrible if the central bank went back 


to its primary concern in terms of making money, 
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Terente, Ontaric > Aas? > 
for money will not manage itself. 

COMMISSIONER LEMAN: May I ask you this 
other question. I am not referring now to times 
when you must be careful. For instance, you 
mentioned the present balance of payments position 
of the United States which forces that country to 
aagust itself to certain difficulties. 

PROFESSOR SAMUELSON: Yes. 

COMMISSIONER LEMAN: But in general 
would you say that governments have been a little 
timid about trying things in this field? 

PROFESSOR SAMUELSON: Do you mean trying 
for new instrumentality and gadgets? 

COMMISSIONER LEMAN:. Testing techniques 
by going a little further than they felt they should 
go but just to get more information about the workings 
of the various techniques used? 

PROFESSOR SAMUELSON: I have a slight 
feeling in that direction. I am very happy that the 
present Under-Secretary of the ee casi Robert Roosa, 
is trying out a whole set of new things. He is 
even having the government issue underwritten by 
private investment banking firms the way an issue 
by a large company would be underwritten. I do not 
think we have the last word in this respect. I have 
endeavoured in my submission to you not to humour 
my desire for new experience. However, as would 
like the experiment in which you let the discount 
rate move with the bill rate, because I might learn 


something as an economist from it. It is the same 
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feeling I have when M.1I.T. builds a building, 
particularly if it is not an economics building. 

I would like to have them get a good architect and 
take some risks; for the whole world learns from 
new kinds of architecture and it is but a part of 
our burden not to build something just like what 
countably else builds. But I have tried to be a 
responsible witness here and not have Canada's well-— 
being sacrificed to my Chirsber és knowledge; but 
I-must \confess at the subconscious level I do have 
that feeling because I do not think we have found 
that the pioneering is over in the field of 

finance. 

I ean UB ETA te that by a number of 
cases. For instance, there is Governor Strong's 
stumbling on open-market operations. People did 
not really know about them or understand them. 

That was a very good find. Or let us take a 
bankrupt railroad in the United States -- and there 
are too many of them. They could get diesel engines 
at about 5 or 6 per cent even when their credit was 
worthless, and this was because somebody thought 

up equipment certificates: you could use the 
diesel engine, which was transferable as a chattel 
mortgage, and transfer it. Now, that did more for 
rarbpaed financing, for dieselization, than any 
conventional central bank. I congratulate Chairman 
Martin and Secretary Dillon and Under-Secretary 
Roosa that the American government has been quite 
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on time deposits. 

Many of the special interest groups in 
housing were very concerned that if you let savings 
banks pay higher rates of interest, this would 
choke off credit and would be part of a hard credit 


policy. However, it actually makes more credit | 


available than would otherwise be the case; 


lea did involve risk and experimentation. It is 
a risk that has paid off. The departure from bills 
only by Operation Nudge did not do as much for 
residential housing financing as the act of changing 
the interest ceilings for time deposits did; 

but it has been good for residential financing in 
this rather weak recovery period when we have 
needed help in the residential construction 
picture. Therefore, I must say that I do think 
that a little trial and. error and experimentation 
is.-in,order. | 

COMMISSIONER LEMAN: Are there people 
in the United States who feel that a tax reduction 
at this time wand be a very dangerous thing and 
could do great harm? 

PROFESSOR SAMUELSON: There are a 
number of people who think that. A number of them 
say they do not butieye it, but there are other 
people in Zurich who do believe it. ~“I Know trom 
talking with Continental bankers that they 
sometimes experience some embarrassment in New 
York and Boston because their genial heres vite 


them, "You are very worried about or deficit 
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1. Introduction. As an economist who has 
studied for some considerable time problems involving 
money, credit, banking, aggregate output, price levels 
and international finance, I am glad to give briefly 
my views on certain basic policy and institutional 
problems in the field of central banking, fiscal policy, 
debt ae Wate and international finance. It is 
evident that I am not an expert on the peculiarly 
ene aspect of these problems, and it is with some 
diffidence that I touch on those special features of 
the Canadian case that seem too important He ignore. 
Because of space limitation, much of the discussion 
will lack the subtle qualifications that would be 
appropriate to a more leisurely survey, and that might 
be ecu loeed in oral interrogation. (The fine-=print 
paragraphs, which can be skipped, contain some elab= 
orations.) Finally, because I speak only for myself 
and as a professor of economics, I may possibly be 
forgiven resort to pungent language denied to those 
in official position. Here then is a brief summary 
of my views on a number of the important questions 
that have been under examination and discussion by 


authorities in the general field of monetary policy. 
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I, General Powers of Monetary Policy 
2. Monetary policy potent. Contrary to the 


opinions of many contemporary economists (and to some 
of my own earlier views) I believe that monetary and 
eredit policies have great potency to stimulate, 
stabilize, or depress a modern economy. This belief 
is waned on my evaluation of the tremendous amount of 
empirical data thrown up by (1) history, (2) current 
statistics and (3) case studies of business behavior. 
These data are diverse, conflicting, and often ine 
conclusive and have therefore to be interpreted with 
the help of all the tools of economic analysis 
inherited from the past and developed by the present 


generation of scholars. . 


3. Money not all-important. In thus 


differing from the pessimists, I want to make clear 
that I am not agreeing with that much smaller group 

of older economists who think that monetary policy by 
itself is the sole or principal mechanism for controll 
ing the aggregative behavior of a modern economy. 

I believe such a view to be factually wrong or 
irrelevant; and would add that even if monetary 
policies truly had this exaggerated degree of potency, 
I would not deem it optimal social policy to rely 


exclusively or primarily on that weapon aione. 


4, Money a social responsibility. Today all 


experts dismiss the ancient view that laissez-faire 
can properly hoid in the field of money and banking. 


"Money will not manage itself." Banking institutions 
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are not perfectly-competitive self-regulating enter= 
prises that can be free from strict governmental 
regulations and controls. They are "public utilities 
vested with public interest" and the same is true in 
equal or lesser degree of various financial intermed- 
ijaries such as saving institutions, finance companies, 
insurance concerns. Let me make clear that. all this 
is stated from the standpoint of one who pilosophically 
values individual freedoms. A person who cheerfully 
accepts the idea of direct price, wage, and production 
controls can afford to give a relatively large measure 
of freedom to credit institutions; but one who wishes 
to minimize (except in emergency periods) the use of 
such direct controls will realize that we maximize 
total freedom in a society by limiting it in the areas 
which crucially determine the aggregate of effective 
demand. In summary: 

A responsible policy of government control 

of monetary and fiscal policy is a primary 

weapon in the battle for a well-running 


market economy. 


5. The folly of simple formulas. I must 


firmly disassociate myself from the small but important 
group of writers who, agreeing that money will not run 
itself, go on to argue that it ought to be determined 
permanently by certain automatic formulas. Sometimes 
this is put in the fancy language of "rules versus 
authorities," or "laws versus men" or, "automaticity 


versus discretionary action.” Of course no one, 


eids Lis tads asefo solsm om tel .snieooD soasisent 
qiiseidgoostq odw eno to tctogbnasa sit mot? betats st 
vilvtiesdo odw fosteqg A .emobse1? L[aublvibat asulsv 
noljoubotg bas .9gsw ,eotiq foetlb Io sebl edd siqesos 
emusssm sgisi ylevissies 5 svtg of biolis neo elorinoo 
eorlatw odw eno gud ;anoitutizgent iibers o2 modest? to 
to sau oft (ebolieq yomegueme nt tqeoxs) oxitatatm of 
esimixam ew jsdd sxtiset (Itw elotimoo toetib dows 
eaeits edd at 3t aniitmi£l yd ytetoos a nat mobset? [stot 
evisostie Yo stagstase edt entareteb ylletours doldw 
rytemme ot .Snemeb 

forsmos tmeaurtevog ‘to yol[oq efdtenogre: A 

vremitg 6 at yotfoq [soelt ins yisisencm to 

gninnwi~{fow «2 10% elizisd sdt at noqaow 


-wmonooe Joo 1am 


$oum I. .,sekwmxo2 eigute.to yffo? ed? .2 
Snatxoqmt tud flame sd? mort Ueeym etstooneseth ylorit? 
ost ton Iftw yenom Jac? gateetas .odw aretiuw to quot 
bentarsieb ed.ot tdgvo Jf 3sd3 eugts o2 mo op , Meast 
semisemo2 .esilumiol oltsmotvs atatie2 yd yf{snenamted 
eversv @sfut" %0 igaugnst yous? ent nt guq at elds 
qitotvsmosus" .10 “neg suete¥ awal" 70 *  aetsinedsus 
90 Om Ssat00 10— * nobjos vismolseteslb ayatev 

| sac) ware om ize wou 


es 
a 
yes 
as 
ts 
as 
as 


Nethercut & Young 


FTorente, Ontario 


A. 5 


myself included, will admit to favoring arbitrary 
caprice of bungling rulers over the even-handed justice 
of well-formulated rules. If every form of explicit 
cooperative action set up by men is bound to be 
completely nearsighted, venal, and blundering then 
recourse to astrological rules might pragmatically be 
defended -=- although no wise man could have any secure 
belief that such bungling human beings would ever bind 
themselves and stay vound to such arbitrary mechanisms, 
The vicissitudes of ancient coin standards == which 
were at the mercy of the accidental discovery of 
precious metais in Latin America, Australia, 
California, Alaska, South Africa, and now Soviet Russia 
== would certainly be preferable to some forms of 
"managed money." In practise though, there have 

always been == both for good and evil -- substantial 
departures from any automatic coin, bullion or other 
kind of gold standard. In principle the choice has 
never been between discretionary and non-discretionary 
actions for when men set up a definitive mechanism 
which is to run forever after by itself, that involves 
a single act of discretion which transcends both in 

its arrogance and its capacity for potential harm any 
repeated acts of foolish discretion that can be 
imagined. Since i have argued elsewhere (1,2,3) the 
philosophical principles involved in this choice and 
have never seen any written refutation of these 
arguments by adherents of the "automaticity" school 

i shall merely state here that the relevant choices 


have to be made pragmatically in terms of the goodness 
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1 or badness of behavior patterns that result from 
2 various kinds of discretionary action. 
3 
6. \_pre-ordained stipulated 
? trend in money supply. Specifically consider the 
i suggestion of a money supply which is to grow at 
: exactly 3 per cent per year, a policy advocated by 
, some who think no other actions would then be required. 
: Suppose this had been enacted in the United States in 
; a random recent year without knowledge of the balance] 
of-payments problems just ahead and without knowledge 
e of the massive shift to time deposits such as we have 
ie been experiencing both as a result of raised interest- 
rate ceilings on such deposits and the natural shift to 
7 such deposits as interest rates generally rise. The 
= results could have been quite bad in comparison with 
= what actually happened; and if the balance-of-payments 
3 situation had for unpredictable reasons been a great 
7 deal worse, the results could have been disastrous. 
" T realize the adherents of such proposals will argue: 
rr such dire results might have been Soo idea if there had 
21 


been floating exchange rates, perfectly flexibie wage 
rates, and never, never any interest-rate or other 
ceilings. But since we do not and shall not iive in 
such a never-never land, legislating part of the package 


would surely do more harm than good. 


7. Money control and aggregate spending. 


There are thousands of reasons why any automatic 
gadget can be improved upon by decision-makers, even 


by fallible decision-makers. This statement will be 


; ; SAS! 
te worg of at aotite vLqqve Yocom * Yo nek eezaue 


3 Sick we 2 “vas OC torres? 


XE bessvovbs yetfog 8 189% Tog Ineo tOq £ yisoaxs 
f->ye 14? 


Vhext eens od todd bivow ano so8 redo = sintas orlw emos 


‘ 7. Wee 5 64 


at sosns2 bestia ons mt bedeaie add bad ets ssoqque 
ay Se 


-eeuaced od to esbatworol tuodtiw tsey Prorat nobus 2 
epbsfwornt svodsiw: bre heeds Jet enaldorg admeerysq- 0 | 
sved ow as fove eaetteogeh emis oF Jilde ovissen ea To 

~Tteeteiat bealtst Io Jlueer s es dtod sateambenial need 

ot Sitde [ewan ed? bas esteoqeb dows no euntfteo stet 
emt .esiat yllsetsnep astat teeretnt es abhedias dove 
M3iw moelisqmoo mi bed stiup ased svar bfwoo atfuest 
sinmeaysq-io-sonsiad edd tt bas jbeneqged yl[lautos tadw 
T8913 8 need enoceset eldstolbetqaw to? bed noltautte 
-auotseselS need evan Slvon etluae1 oft .satow [seb 
tougis [fiw el{seogorg dows Yo etaenndbe edj esifeet I 
bani ered? tt bebtove need evad tdgim atiuast etth dove 
egaw of{dixesl} ylioetieq .setet sgmecoxs antssol? need 
19d30 10 sést-sesrstcl yns teven .teven bas . 2ets1 

at evil ton Lfane bas sen ob ew sonts tuG .epmtitso 
aiosq ely Yo jusq uniitslatgel .bnsl teven-teven se dous 


-booy mad? mtad stom ob yLlemwe biyow 


: 9 O° a) 

oltsmosus yas Ydw sneeset to sbhbnusavonds ete s18edT 
neve .etsism-aolatoeh yd mogw bevorgmt sd nao seabhsy 
od ftw tnemecssta ald? ..etedem-notatoed efdtife? vd 


re 


maeaanaannn 


| Nethercut & Young 
‘ A ° ff 


Toronto, Ontario 
denied by those who are firm believers in the ancient 
Quantity Theory of Money. If it were true in ‘a causal 
sense that there is an invariant relationship between, 
on the one hand, total dollar income and spending, and, 
on the other, the supply of money defined in such a way 
as to be capable of predetermination by the central 
bank, then an autogyro which kept total money supply 
growing smoothly would, by hypothesis, keep total 
money income growing smoothly. While I know that 
some modern scholars have tried by historical studies 
to establish an empirical concomitance between money 
supply and aggregate income, let me simply state here 
that I find the implied proof of a simple, controllable 


causal proportionality relationship unconvincing. 


8. Ability of change in general 


conditions to affect total spending in desired 


direction, It is the easiest sport in the world to 
shoot down any crude formulation of the Suantiey 
Theory. But I think it quite illegitimate to conclude 
from this what the Radcliffe Committee and many modern 
scholars have stated: namely, if total money supply, 
M, does not invariably create an exactly proportional 
total income and product sipyqj = PkQ -=- because, as 
they so nicely put it, the income velocity of circula= 
tion of money, V, is not a constant -- it follows that 
we should turn our attention away from conventional 
central bank controls and rely instead on some global 
concept of "liquidity." As will become evident, I 


attach considerable importance to various concepts 
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of liquidity. But I think it wrong $3 believe that 
recognizing such concepts should undermine the belief 
that conventional central bank operations of open- 
market purchase and sale of securities, discount 
lending, and reserveerate changing are likely to have 
important effects upon the total of investment and 
éonkuniperor spending. Emphasizing "liquidity" quite 
properly serves to debunk a crude quantity theory, 
and it thereby scores a fatal point against advocates 
of simple automaticity gadgets. But it leaves the 
position I am here expounding unscathed and it is for 
this reason that a number of reviewers have criticized 
the Radcliffe Report. (The average quality of all the 
reviews of Radcliffe is probably lower than that of 
the document itself; er the best reviews, I should 
like to mention that of Professor John Gurley of 
Stanford in the American Economic Review, Vol. L, 
No. 4, September 1960.) 

a. Because of the human temptation to reify 

any concept that has been defined and to tend 

to think as approximately constant the last 

variable that one has defined, I do not find 

the velocity variable, V, a very useful one. 

But older economists did, and some younger 

ones are beginning to again. So I shail 

restate the heart of the niartres in such 

terms. If the requisite V were a strict 

constant, PxQ would by ny vornenae be exactly 

| proportional to the requisite definition of 


money, M. Experience shows that V is not a 
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constant: it shows certain historical trends in the 
long run; in the course of the business cycle, it has 
generally shown fluctuations that are sympathetic with 
the eycle itself, rising in good times. and falling in 
bads after more studies have been made ; I believe V 
will also show certain fluctuations with interest rate 
and other conditions, tending other things equal to 
rise when interest rates are high and the opportunity 
eost. of cash balances is oe and tending to fall 
when short term investment opportunities all have a 
very low yield; the behavior of V will also be quite 
sensitively affected by the particular concept of the 
money supply that is adopted, being quite different if 
currency alone is considered (as with the nineteenth 
century Currency School and Edwin Cannan in the 1920's) 
than if demand deposits are included and various 
categories of time deposits and close money substitute 
are or are not included in the definition of money. 
Some of the movements of V will be erratic and 
relatively unpredictable; others will be in some 
measure predictable. In particular, although they 
are operationally hard to identify in the empirical 
record, there can always be expected certain changes 
in V that are themselves induced by the change in M 
itself and, certain other things being held constant, 
are part and parcel of such a change in M. Some 
sensible probability statements can be made about 
these induced changes in V at various phases of the 
business cycle and at various time points in history. 


Now if it were the case that recognition of the 
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importance of money substitutes and various concepts 
of liquidity were to imply that changes of M in one 
direction can be expected to be followed systematicali: 
by opposite changes in V just large enough to offset 
any resulting induced changes in MV = PQ, then the 
casual reader of the Radcliffe Report would be right 
to think that central banks are unable to affect 
Significantly aggregate spending by conventional open- 
market and lending operations. But none of the 
testimony or arguments in connection with the Radcliffe 
Committee sueceed, in my judgment, in establishing a 
presumption in favor of this doctrine of Induced-= 
velocity-changes-that-just-offset-money changes. 

b. Not only is this not demonstrated in the 
historical record, but in addition such a finding is 
not in accordance with that type of analysis which is 
thought to have displaced the old Quantity Theory. 
For, in the various Keynesian models, there is 
generally a presumption that an increase in M 
engineered by the central bank will cause such a 
reduction in interest rates and increase in credit 
availability as to generate an increase in investment 
and total spending just large enough to create an 
extra level of income to absorb in transaction 
balances the new increment of money created. While 
the mechanism just described holds for the most 
primitive Keynesian model, the same conclusion is 
found to be valid for more sophisticated models, which 
pay explicit attention to wealth and other stock 


effects and which distinguish a long chain of assets 
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that range from being very near to money (like short- 
term government bonds) to being very illiquid and 
difficult to sell or evaluate (like built-in machinery 
that is highly specific to a particular location and 
owner). And the qualitative nature of the conelusion 
-= that the central bank can expand spending by 
expansive open-market, lending, and reserve-rate 
fixing operations -- will still hold even after we 
have admitted the existence of relatively-less-cone- 
trolled financial intermediaries like saving banks, 
finance companies, insurance companies, mutual or 
unit-trust funds, and various forms of equity and loan 
participants. (With his permission, I will refer 
briefly to an interesting demonstration by Professor 
James Tobin of Yale in an unpublished manuscript 
privately circulated several years ago: Suppose that 
we have a chain of substitutes, which instead of 
being called tea, coffee and coca are called bank 
money, short-term bonds, long-term bonds, insurance 
assets, and so forth; call them Mi, Mo, oe and 
suppose that their respective prices are Ny, No, oo. 
If the central bank could decrease all of the M 
totals together by operations and fiats that apply 

to insurance companies as well as to banks and to 

all financial intermediaries, then no one doubts that 
the total of "liquidity" however measured would go 
down and that this would, other things equal, tend 

to have a depressing effect on aggregate spending 

and general inflationary pressures. Specifically, 


with every Ms decreasing because of direct central 
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bank action, the unweighted or weighted sum of the M's 
and every other recommended measure of "liquidity" 
would also go down. But now suppose that the central 
bank can only decrease directly M,, having no direct 
controls on the reserve-ratios or totals of any other 
sectoral M,. A reader of the whole of the Radcliffe 
Report and Hearings might be forgiven for inferring 
that in this case nothing positive could be said about 
the ability of the central bank to affect total 
liquidity, as measured by some kind of total of the 
M's or weighted-sum of the M's or other measure of 
liquidity; and hence, that we should abandon the simpl 
notion that a modern central bank can by its conventional 
operations push aggregate spending in a desired directilon. 
Tobin, however, in his anpAblisnea memo, has shown 
that provided the M's are all substitutes (in the 
sense that the excess demand for each M; decreases 
when its own Ny price rises but increases when some 
other M;'s Ny goes up -=- as for example that an 
isolated increase in the price of short-term bonds 
should cause less of them to be demanded and more of 
long-term bonds to be substituted for them), then the 
central bank can cause every M, to go down by simply 
depressing M, ! (The theorem is like the Leontief 

one which says that raising the consumption 
requirements for hats must raise gross output of 

every good in a well-behaved input-output system, 

and like the Metzler-Keynes theorem that an increase 
in domestic investment in one country must to some 


degree raise outputs everywhere in a well-behaved 


ettilobsf efit to siodw eft lo aebset A.M {s10soea 
“ gaivretnt to? mevigro? od digim egntuesl bas s10qeh 


| 
| guods bise’ sd biwoe evtttacq gntdton saso etdt mt tat 


{stot gostte of Ansd [et3nso eds Yo yYsiiidsa edz 


edi to Isto? to bain smoe yo betwasem eae .Yeibiupi£ . ; 
to etvesem tento so a'M et Io mua-betrdgiew to a'M 


ofqmte edt: nobasda biwore ow Jedd .sonon bas yysibluplt 


ul 
St 
olinevnoo ett yd aso xnad fe1iase misbom s tads aotson pei 
toextb betiseb s mt gntbneqe etezeTERs Maiq emolssieqo rai 
j nwods aad .omem beciatiduqaw sis at .tevewod .aidoT al 
; edt mt) aetuttiedve [ie ere e'M ers bebivorw steds au 
; asssetoeb »M dose 10% bnsmeb sesoxe eds Jads eenca Ml 
emos new seasotont gud seatt soliq + awo atl asdw ai 
| ns tacit siqnexe 102 a8 -- qu e903 ,H a’)M tedzo er 
i ebnod mirst-3tode to sotiq eft at sesetont bevsfoet ‘¢ 
| to stom bas Dbebhnameb ed oF morld Yo sas{ sauso bivore TaN 

edt neds . (merit 102 betsudtsadva ed oF abnmod srres-anol 

= viqmte yd mob og oF .M yteve eauso nso Ansd faistmes 


ss 

és 
tettnosl eft ait at metoedt eT) |! cM gnteaetqeb pas 
notsqmuaenos ed? gntatst dans eysa doldw eno TAN 

ac 


lo Juqtuo aso1y seltsat deum avad tol atasmetiupet 


«meteyea suqivo-Juqni hevaeried-[f[ew s nik boog yieve 


sesetont as tact metosnit semyet-t9efsiseM edd wit bas 
omoz oF Jaum Yidowoo eno al Inembacvat oltesmobh at 


_ bevsried~Lilew math steduyreve atin 
a Ave 0 eee — yee Se 


 « 


Nethercut & Young 


ALLIS 
Torcnic, Ontario 
1 many-sector multiplier model.) This important Tobin 
2 result accords well with intuition. One should not 
3 push it beyond its actual statement; each indirect 
4 effect is generally speaking, weaker than each direct 
5 effect and the central bank may have to push undesirab 
6 harder on M, to get the same change,in over-all M's 
7 than it would have to do if it were given direct 
8 powers to affect financial intermediaries.* As will 
9 become evident later, the case against bills only is 
10 not vitiated by the Tobin argument. Later too I shall 
sal have to point out some important limiting cases where 
12 the potency of central bank action becomes quantitatively 
13 zero or-almost. zero. 
14 
9. The asymmetry of monetary policy's effective- 
T ness. It has often been said that monetary policy is 
‘1 more effective in contracting an economy than in getting 
1 it to expand. There is an important grain of truth 
y in reseed observation: thus when Bank Rate or the 
T Discount rate is six or seven per cent and the 
1 commercial banks!' excess reserves are at a minimum 
1 and the business community is heavily dependent upon 
if bank borrowings for its current investments in 
T inventories and other items, then further restrictive 
24 
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*This corresponds to a therorem that, in appropriate 


units 2Ny/ams|>| 3N5/am, | > O for certain systems 


of Leontief, Metzler, and Mosak-Hicks type, as has 


been recognized by diverse writers such as Hicks, 
H. Johnson, Morishima, and others. It does not deny 


that in certain limiting cases of perfect substitution 


these effects will be equal, or that in certain 
limiting cases one or both may be zero. 
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action by the central bank can by a variety of channel 
cut deeply into the aggregate of investment and total 
spending. On the other hand, in a period like the 
1930's when the market yield on short-term government 
securities has already been driven down to a fraction 
of a fraction of one per cent and when banks have 
copious excess reserves and business firms are 
regretting their past investing and regarding the 
marginal profitability rate on all further investments 
as negative, there would be little potency indeed in 
conventional central bank operations: buying short- 
term bonds in the open market would then merely take 
from the community a very close money substitute and 
replace it by money itself, being incapable of having 
much further depressing influence on the interest rat 
structure and being incapable of making credit more 
readily available to DévvoRers (who are in any case 
virtually non-existent and automatically regarded 
as suspiciously risky chaps if they should come 
forward with a loan application). From the 
technical fact that monetary policy works more 
effectively at high than at low interest rates, no 
one should make the mistake of concluding that the 
goal of policy should be to avoid low rates. Forks 
must be made to fit fingers not fingers forks: 
when an economy will suffer from tight markets and 
the technician will benefit, it is of course the 
technician who must properly give way. 

| a. This last case then is one where an 


induced change in velocity can be expected 
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1 to wipe out almost completely any contrived 

2 change in money narrowly defined. It is the 

3 ease often referred to as the Depression-Keynes 
4 model, where (1) there is a liquidity trap near 
5 to a zero rate of pure interest, at which the 

6 Keynesian liquidity preference schedule is 

7 practically infinite in elasticity so that 

8 the system will absorb great amounts of M at 

9 practically the same interest rate and credit= 
10 availability, and/or where (2) the rate of 

11 investment spending is almost completely 

4g inelastic with respect to changes in the 

13 interest cost and availability of credit. 

14 I believe, in. the face of some doubters, that 
15 such a depression model has occasional 

16 empirical validity -- certainly in the short 

17 run and possibly for a vexingly long time. 

18 Moreover, bitter experience in the United 

19 States of the last few years leads one to 

20 suspect that it is not always so easy to 

21 engineer a deepening of capital by conventional 
22 central bank operations even when one is not 
23 in a deep-depression liquidity trap: for, 

24 even when gilt-edge rates are lowered farther 
25 and farther, the effective profit rates that 
26 businessmen must anticipate to get them to 
27 make somewhat risky investments may remain 
28 quite high -- say 15 per cent before corporate 
29 | taxes or 8 per cent after taxes - and even 


30 massive open-market purchase of government 
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1 bonds may not be able to push hie system down 
Z through a high-profit floor that acts rather 
3 like the older Keynes liquidity trap interest 
4 floor in keeping investment resistant to 

5 expansion. 

6 b. I know it can be argued that the central 
: bank, provided it is ready to abandon notions 
8 | of feasibility and force the market rates of 
9 interest up to 40 per cent in boom times and 
10 down to zero, or for that matter down to 

11 negative rates of interest, can control the 
12 amount of total money and spending activity 
13 to any desired levels regardless of adverse 
14 fiscal policies and adverse behavior pro- 

15 pensities on the part of business and the 

16 public. Personally, I? consider it irrele- 

17 vant to talk about 40 per cent bank rates 

18 and in any case undesirable to put the 

19 burden of such extreme adjustments on the 
20 narrow sectors most affected by monetary 


actions. And as far as forcing extremely 
low interest rates is concerned, it is 
simply not true that lending money to 
people at negative interest rates is 
guaranteed to result in any desired 
expansion in spending: making gifts might, 
but if these are loans that have to be paid 
back, it would be rational for people to 
borrow at negative interest rates and just 


hoid the proceeds in safety lock boxes, 
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thereby earning a handsome yield. The total 
of something called M might rise, but that 
does not mean.that the requisite MV can be 
achieved in any short period by conventional 
central bank operations. My purpose here is 
not. to score a point against some extreme 
Quantity Theory formulation, but to call 
attention to the fact that in many social 
Situations a well-running democracy will want 
its central bank to engage in unconventional 
activities. (Examples: in the 1930's Federal 
Reserve Banks made loans directly to certain 
small businesses; in a future balance, of 
payments crisis the central bank might want 
to provide certain guarantees and investment 
insurance to desired domestic investments 
while keeping up the yields on short-term 
government bills; and the day could come 
when the central bank would want to make 
loans at negative interest rates to applicants 
who satisfied certain requirements, such as a 
guaranteeing that the proceeds would go into 
resource-using investment; if laissez-faire 
conditions should prove to choke off deepening 
of capital when profits rates are still as 
high as 10 per cent and conventional credit 
operations ee not able to overcome this, 
the intrinsic logic of central banking requires 
‘recourse to new unconventional programs. ) 


c. Finally, I once felt it necessary to 
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point out a minor flaw in certain descriptions 
of the asymmetry of monetary policy's potency. 
It is not correct to say that monetary policy 
can contract an economy more easily than it can 
expand it. In buoyant times when interest rates 
are already high and credit already tight, 
monetary policy is very potent both to expand 
and contract the system from its previous 
situation; in slack times when interest rates 
are near the floor and the system is swimming 
in liquidity, monetary policy is very impotent 
both to contract or expand the system from its 
previous level. Thus, the true asymmetry is 
not that depicted by a corner in the schedule 
relating general activity and central bank 
activity, with the slope for an up movement 
being greatly different from the slope for a 
down movement; the asymmetry merely refers 
to the putative difference in slope at any given 
point in a slack as against a tight credit 
market. 

d. Central Bankers abhor a situation which 
they feel is not closely responsive to their 
control. So they naturally dislike being so 
expansive as to create a " sloppy market." As 
shown above, the consequences of this abhorrence | 
may not be too costly in the short run; . yet 
they should often brave the displeasure of 
commercial bankers (who abhor sloppy markets 


for the good commercial reason that such markets 
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are hard on bank earnings) and flood the market 
with a view to the longer-run stimulus in 
investment that may come from gradual penetration 
of alleged liquidity-trap floors. One has no 
right to assume away such longer-run benefits 
from a policy of “over ease." The central 
banker will tend to feel that the cost of such 
a policy will be the danger that in the sub-= 
sequent recovery period the redundant credit, 
which had previously done no harm and done 
precious little good, will :come to life and 
create the possibility of an over-fast expansion 
and of undue inflationary pressures. This is 
just another aspect of his reluctance to let 
the money market get out of his immediate 
control. While recognizing some merit in this 
view, I would point out that the goal of policy 
is not to minimize the unease of central 
bankers; they are supposed to suffer psychic 
pain when that is in a good cause. Moreover, 
some qniékenias in their contractionary actions 
early in the recovery may serve to undo much 

of the harm to be expected from an earlier 
policy of over ease, and such a quickening 
would in many cases be a worthwhile price to 
pay for improving the slump situation. What 

I am saying here would not be so important if 
the only thing to fear were a regular cycle 
involving a recession known to be short lived. 


But when an economy moves into an epoch when 
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profit rates are sluggish (having been competed 
down by the plentifulness of capital stock 
relative to labor, and the nature and speed of 
contemporaneous technical change) and investment 
is hard to coax out at still lower profit rates, 
the best policy for conventional central banking 
operations is to keep the money market flooded 
with reserves, with a view to eroding gradually 
resistant long-term interest rates and the profit 
rate floors that businessmen insist upon getting 
if they are to make resource-employing invest- 
ments. Specifically, in the U.S. environment of 
the 1930's it was right to have great excess 
reserves and minimal short-term rates: the 
slow, too=-slow, drop in long-term interest 

rates was thereby encouraged. With due regard 
to future international payments considerations, 
the same strategy will be needed in certain 
future times; and American central bankers 

sone wrong to reproach themselves for over 

ease in the 1953-4 and 1957-8 recessions. 

e. Zealots for monetary policy are, 
somewhat pardonably, infuriated by a related 
asymmetry that used to be argued by critics. 
These critics would say in one breath, 

"Monetary action is practically impotent," 
and in the next breath poten Die add, "But 
using monetary policy determinedly will 
plunge the system into a crisis and major 


depression." This argument is thought to 
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involve almost a self-contradiction. How can 

a thing be simultaneously both weak and strong? 
Formally, this can be saved from being utter 
nonsense by modifying it to say, "For a small 
exercise of monetary policy, the results will 
be not only small but disappointingly small; 
for a. really large exercise, the results will 
be disastrously large." To this defenders of 
the view that M ern take care of Bveryewines will 
naturally reply, "Aha then, it is really only 

a matter of using the right (intermediate) 
dosage." On the whole I have to agree with 
this defense of monetary policy, particularly 
in the historical context of pas postwar U.S. 
debates as to whether letting War Bonds fall 
below par would entail uncontrollable disaster. 
But in terms of the logic of all the situations 
that could possibly arise, two qualifications 
ought to be made. i) If the response to a 
control lever satisfies a function that changes 
suddenly from a low slope to a high one, and at 
an unknown spot, then a correct dosage is 
extremely hard to reckon ae to work out 
experimentally; so in some, perhaps rare and 
unrealistic, situations the asymmetry arguments 
of the pessimists might have a measure of 
validity. ii) There is a second complication 
that may have been envisaged by users of this 
asymmetry argument, namely the possibility 


that in certain situations market expectations 
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are important with investment demand depending 
on the bond prices that the central bank 
engineers and also on the rate of change of 
prices; given differential equation relationships 
of the form F(I,P,dp/dt,M,...)=0, there could 
result discontinuities in the solutions. An 
example would be the case where shovelling a 
little snow up hill may, at an unknown and 
quite unpredictable point, set off an avalanche 
of snow. To say in such a situation, "It is 
only a question of the right intermediate 


dosage" is to miss the point. 


10. The fallacy that monetary policy controls 
price levels and fiscal policy controls output levels. 


It was once widely believed, and some central bank 
authorities still believe it, that the central bank 
operates to control money, or M, and that M operates 
directly to control the price level, P. In the old 
days the quantity of output, Q, was not thought to 
need determining by any particular agency, since 
something like full employment was more or less taken 
for granted; in more recent decades, holders of the 
present view have been prone to think of government 
fiscal policy as somehow having the ability to control 
Q with monetary policy controlling P. Later I shall 
deal with proper goals of central banking and shall 
be critical of the view that price stability has per 
se primacy. The point I want to make here is a 


purely mechanical one and has nothing to do with 
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subjective value judgments. It is simply untrue 
that money and credit programs have any way of 
peculiarly affecting the P or price factor: successfu 
monetary expansion will, as I have shown above, have 
some favorable effect on the dollar value of total 
output PXQ and so will expansionary fiscal policy; 
the resulting change in PXQ will get distributed 
between expansion in Q as against expansion in P, 
depending upon how much or how little labor and 
capital remains unused to be drawn on and upon how 
strong or weak are the cost-push upward pressures 
that come from the institutional supply conditions 
of organized and unorganized labor, of oligopolistic 
price administrators and more perfectly-competitive 
enterprises. No one has been able to establish any 
presumption that Larges monetary policy or fiscal 
policy has some special impact upon the price as 
against the output.factor. Indeed one cannot too 
often correct the view widespread among non-economists 
that a "natural" upswing in consumption or investment 
spending is less inflationary than an equivalent 
upswing in aggregate spending, PXQ, brought about by 
deliberate public policies. (It is true that one 
expects a somewhat different mix of expenditure to 
result from new investment spending induced by credit 
policy than from new consumption spending induced by 
tax rate reduction. Likewise a private inventory 
boom will encounter price rises from bottleneck 
st saaeneteiss different from those of a nintecie equipment 


boom or those of a defense boom. But there is no 
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1 differential price-level presumption associated in 
2 general with deficit, credit, or private stimulation. ) 
3 

ae L have been careful in all earlier 

4 

technical notes to state the Quantity Theory 
5 

of Money in terms of proportionality between 
6 


M and PXQ, rather than in the older terms of 
proportionality between Mand P. The first of 
these formulations has the advantage that it 
allows real output to increase considerably 

from an underemployment situation without there 
having to be much price rise up to the time that 
bottlenecks and resource scarcities appear; it 
allows also for the occurrence of "sellers '! 
inflation", in which there may be an upward push 
on prices from the wage, profit, and raw material 
cost side. Since V and Q both tend to rise with 
the business cycle, Irving Fisher and older 
writers thought that the ratio of P to M might 
be approximately constant; however the facts of 
the last 40 years do not accord well with such 


an hypothesis. 


be, Facts aside, there is one model or case 
in which the older Quantity Theory would indeed 
be true. Imagine a new situation in which every 
price and every value magnitude has exactly 
doubled or halved, so that all price ratios and 
real quantities are absolutely unchanged. The 
time of money~--be it shells, or gold, or bits 


of paper and in contrast with drinkable coffee or 
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1 any good where consumption gives psychic satis-= 

2 faction=--is that we want it only for its ultimate 
3 indirect utility in getting goods that can give 

4, direct utility. Basically, we want to hold money 
3] only in order to be able to spend it some day in 

6 exchange for something directly useful. Therefore, 
7 when all prices have exactly doubled or halved 

8 while all real magnitudes and exchange ratios 

9 and interest rates have stayed exactly constant, 
10 the desired amount of money holding can be thought 
11 of as exactly doubling or halving. In this 

12 sense and situation, there is an underlying truth 
13 in a strict Quantity Theory that makes P and M 

14 exactly proportional. (Technically, Seeneatsae 

15 describe this by saying that all real quantity 
16 relations are homogeneous of degree zero in all 
17 absolute prices and all value magnitudes like 


Pa X44 are homogeneous of degree one in terms of 
all p's; hence the needed amount of money -=- the 
number of wampum beads or ounces of gold or items 
of paper currency is a homogeneous function of 
degree one in all the prices when expressed in 
terms of that unit. Note ve whenever a 
substance used as money also has a direct utility 
==@ 48 in the case of gold for teeth or of beaver 
skins for coats -= this strict Quantity Theory no 
longer applies: double the amount of beaver 
skins by central bank or other activity and the 


price of wool will not double even if the price 
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of mousetraps should.* Note too that this version 
of a quantity theory yond hold even if the real 
part of the model were different from the classical 
one involving full employment, as in the case of 
some of the deep=-depression Keynesian models of 
underemployment where so-called Pigou-effects were 
deemed not to operate. If the economist stipulates 
a real model that lacks unique equilibrium, then 

a change in absolute price levels might jar the 
system from one admissible equilibrium to another, 


thereby jeopardizing the "neutrailty" of money. ) 


=o 6 oe ow es oe ao > oS a a ee ew 


*From this formulation it will be evident that 
Piene with the total of any useless M stuff, be it 
shells or metal or fiat paper money that represent 
non-interest-bearing I.0.U.'s of “amg: government, 
we should also take account of any interest bearing 
I.0.U!s of the government (which people think of 
as an asset but fail to think of as involving a 
personal liability for future taxes). The strict 
Quantity Theory now says: double fiat M and fiat 
government bonds and you will exactly double ail 
prices and values in a classical model that has 
all its real magnitudes and relative prices 
unchanged. These fiat bonds are important without 
regard to the fact that they are useable directly 
for exchanges or are close money substitutes. As 
will be seen shortly, some conventional credit 
operations that involve the same change in M will 


differ markedly in their "Pigou effects" and potency, 


a fact ignored by simple-minded theorists. 
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b. Simple models do great good in clarifying 
issues. They can also do great harm if carelessly 

applied to real life in all its complexity. 
History does not record nicely balanced changes 

in all prices that are as neutral with respect to 
real effects as would be a dimensional transform- 
ation in which one chooses to reckon in terms of 
cents rather than dollars or in terms of dozens of 
eggs rather than single ones. And what is more 
relevant, when the central bank increases one or 
another measure of the money supply by 10 per cent , 
this will not, and cannot, result in a nicely 
balanced change in all prices and values. It 
literally cannot do so because all past contracts 
and past prices are already determined: as a 
debtor your real position is altered by this new 
change in M, just as my position as a creditor 

is altered. Nor is: there the slightest guarantee 
that what I gain you willlose, since there is no 
law of conservation of total well-being under such 
a change. Indeed, since the time of David Hume it 
has been generally thought that mild unexpected 
price rises tend to expand the degree of -utilization 
of resources and to channel resources into the hands 
of the more active entrepreneurial elements at the 
expense of more inert classes. During periods of 
mild or severe inflations certain changes in 
relative prices have been considered to be. 

amine pniientales 


c. While the conditions for a strict Quantity 
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Theory to be valid or unrealistic, they probably 
become somewbateléss secdnethét tong run. I suspect 
that after’ more research has been done we shall 
learn that many of the systematic changes in 
relative prices induced by transitional inflations 
are not so great as has been pelieved; FOr, -1t 
seems odd that continuing price rises should keep 
coming as a surprise to people. Moreover, the 
longer the run the less important will be the 
effects of past contracts and remembrance of lower 
levels of past prices. The past is, one supposes, 
as long as the future. But well-behaved and stable 
price systems tend to have the property of gradually 
"Forgetting" the peti: If that were not so, the 
way that the War of the Roses was financed would 
be as important for 1962 behavior as the sliding- 
scale wage contracts of 1961. So a once-and-for- 
all doubling of money will eventually imply that the 
distortion inherent in the fact that past prices 
certainly have not doubled will become less and 
less relevant. The simpler minded Quantity Theory 
is thus seen to have its greatest measure of 
empirical validity in the longest run. Having 
emphasized this kernel of truth, I must quickly 
add the warning that it is precisely in the long 
run that other things will not have remained equal: 
exogenous and endogenous shifts in the relations 
determining equilibrium will certainly have taken 
place, thereby vitiating any simple price-scale 


change as an interpretation of the empirical facts. | 
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Even if one gould rule out purely exogenous 
disturbances, real economic life does not consist 
of a return to the same pre-determined real equil- 
ibrium after a transient change in money supply. 
Bis live but once and if an inflation wipes out my 


real net worth that is an irreversible fact. The 


distribution of income and corporate power was never 
(including the position of Hugo Stinnes) quite the 
same after the 1920-23 German inflation: even if 
a Lorenz curve depicting the inequality of distri- 
bution of income or wealth begins to revert toward 
its earlier form, the class ownership of wealth 
could be permanently different. Even the same 
Lorenz curve will not imply the same people in 

the background and the same behavior propensities. 
Capitalism, as we know it today, would have probably) 
been systematically different if Columbus had never 
discovered the New World with its vast areas of 
gold and silver. All that I have just been saying 
is rather hypothetical. But there can be no doubt 
that if Canada and the United States had followed 
policies which prevented the Great Depression of 
the 1930's, today in 1962 we would have an entirely 
different stock of capital goods. And it is wrong 
to argue that this means merely that we arrive in 
1962 at the state we would have otherwise reached 
in 1952 or 1945: to have arrived at our present 
“capital abundance" prior to knowing the discoveries 
“ recent science would imply a qualitatively and 


quantitatively different pattern of economic histery 
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(Technically, the theorist describes all this by 
saying that every economic equilibrium displays 
important hysteresis effects, where the very 
location of the equilibrium position depends upon 
the actual historical path of the system and thus 
there can never be truly neutral changes in the 
absolute price level. As a craftsman, I could 
wish that reality corresponded to the. mechanics 

of a system without hysteresis because this would 
make my task of analysing economic reality so much 
more pleasant and simple. But just as the purpose 
of evolution has not been to give central bankers 
an easy life, neither has it been to give theorists 
restful nights and plenty of time to play golf or 
chess. While my examples have been primarily taken 
from price rises, the hysteresis effects from price 
declines are greater still because of price and 
wage rigidities which persist even in the long run. 
The attempt after World War I to roll back the 
price rises by reverting to 1913 gold parities 

has aptly been compared to the act of running over 
aman and then backing up over him a second time 

to undo the first effects. The corpse would 
recognize hysteresis effects even if many of the 
best economists of that day did not. All this may 
auth abstract and admittedly it is expressed in 
tachwiee language. Yet it Beet have fundamental 
economic implications. Simple believers in M 

a the jeterbthaat of revel effective demand do 


not feel the need to distinguish between, say, 
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an increase in M that comes from the Treasury's 
(or central bank's) printing new dollar bills and 
4) sending them to all family heads, or ii) lending 
them at interest to investors, or iii) spending 
them on subsidies to investors, or iv) buying 
back Treasury Bills with them. The same increase 
in M leads, they allege, to the same change in 
PXQ (and by strict "homogeneity" reasoning to the 
same real magnitudes). This is of course patent 
nonsense in the short run, as they concede when 
challenged: Under i) consumption is presumably 
stimulated and interest rates, if anything raised; 
under ii) interest rate falls, and presumably V 
too, depending upon how much Investment rises. 
Only in the longest run, if then, can one assume 
that the new M gets distributed "ergodically" 
(i.e., independently of its original point of 
entry): I say, if then, because at best the stock 
of capital is permanently different. Note that 
iv) is without direct Pigou effects and hence 


presumably permanently different. 


d. Gustav Cassel's famous purchasing-power-parit 
theory of war-dislocated Paved cn exchange rates 
was, prior to its reformulation by Keynes and other 
as a mere condition of spatial price equilibrium, 
based originally upon precisely the homogeneity 
assumption I have just described. It could be 
applied precisely only to balanced inflation such 


as never took place around the time of Worid War I. 
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As a matter of fact in such an hypothetical 
balanced inflation resulting from a mere change in 
the absolute amount of an essentially neutral money, 
we would not get any predictive power from the 
purchasing-power-parity formulation since in such 
a world ‘of perfect flexibility the exchange rates 
would already be at their equilibrium; but to 
this Cassel would no doubt reply that his theory 
would have predictive powers in cases where there 
are only short-term transient departures from 
balanced inflation and deflation, and during such 
times his theory would point to the longer-run 
equilibrium. Eclectic defenders of the usefulness 
of the reasoning that underlies the strict Quantity 
Theory and purchasing-power-parity doctrines will 
gladiy jettison the notion that a trillion-fold 
increase in 1920 German Marks will result in an 
exactly trillion-fold change in domestic prices 
and foreign exchange rates: it is enough for 
their purpose, and mine, to stress that such 
massive changes in M and related magnitudes will 
inevitably be associated with massive changes in 
price levels; and that such massive changes in 
price levels cannot take place if the total of 
currency, bank deposits, and related magnitudes 


are kept fairly constant. 


ll. Timing and dynamic lags. The effects of 


monetary policy are not instantaneous. This is not 


surprising since there are no effects in nature that 
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are secured instantaneously. Even when I turn my key 
in the lock, the fact that there are no perfectly 
rigid metals means that a slight twisting and delay 
is inevitably involved. But the intrinsic delays 
involved in effectuating monetary policy are much longer 
than this. It is widely believed that monetary poiic 
delays are considerably less than those involved in 
fiseal policy actions ze such as sablie works, And 
this is considered to be one of the great advantages 
of monetary policy. Actually, though, not a great 
deal is known in this area and the empirical 
researches performed so far are only a beginning. 
(I found it interesting that Lord Cobbold of the 
Bank of England in his testimony to you referred 
to his experience of a six-months lag in monetary policy.) 
In commenting on the interractions between fiscal and 
monetary policy I shall later have more to say on 
these problems of timing. In completing the present 
section on the general properties of monetary policy, 
I merely want to point out that the inevitable lags 
both underscore the lack of perfection to be expected 
from monetary control and condition the procedures 
to be followed in making optimal decisions. If 
monetary policy acted almost instantaneously and 
were subject to easy cancellations,* the central 
*This inability to cancel out previous action without 
delay is the one valid argument, which I referred to 


in an earlier section, for not relying on the floodin 
of the money market in time of presumably short 
recession; note, though, the need to be able to 


PCmrnanpaak Anrranrtiw~w Fhe aharrnaaca nF Fha neareaceaejijinn . 


1 PLlog YisIeom Jedd beveried yLebiw el 21. .aisdd neds 
| at beviovat sseds madd seol yLdetebtemos ete aysleb 
_ baa .axtow otiduq as dove -- amotsos yotiog Lasat? 
segetaaevhs tso1g edd ‘lo eno ed ot beteblLemoo at ald? @ 
taex3. 8 Jon .daguods ,yilsyt0A  .yotloq yredemom, to or 
ieotitque edt bas. sors atdt ot awoml at Leeb it 
-Balnnlged « yino sis 181 02 beariol19q aedotsase st at 

> 

au 


eft to bLoddod. biel tort gatteertetat ¢1,bavol, I) 
, betietet, voy oF ynomiisey. eid at baslynk Io ansd 
fog yisienom al gel arinom-xte s to eometieqxe etd of ar 
bas Leoat? neewled anctiostzezmt. edt mo gnténemmoo al ty 


mo ¥se.ot etom syed tegeal [Lede I yoifeoq yurstenom \U 
dneze1g od gattelqmoo al. .yatats to emsidonmg sasdd Br 
«Yoltlog ytstecom to seliuseqo7q [etemen edz mo aolioes }Or 


egsl efdsiivent efi jads tuo tntoq ot. Inew yLorxom I 


betoegxs ed 03 neoltoelisq to Moat sit s109e1ebem diod 


eeivbeoo1g ed? moltitbhnos bas Loisnos yiessnom mott 
II. ..amotstosb Lamttqo zalbianm at bewolfo? od. ot 
brs Ylavoonsiasient teomls betozs yotlog yrsisnom 
fatineo. sd’ *,anotisifeonso yase of toetdus si)6w 


tuodtiw motsos evolvexy tuo [eonss of yilitdant aldT* 


BeRB EB ERA 


ot berrstet I dotdw .snemugie Bifav no ed? et Usleb 


“Batboolt efi mo antyis: Jom 701 .nobtoes watlabe ns at 
(| Frode YLdsmeste Yo om? ME /eorcem Yonom sit 0 


i= of efds od of boon edt .dgwodd , 


ete 


7) 


Nethercut & Young 


Toronto, Ontario 


A. 34 


bank would find its task a much easier one: thus it 
might not have te take anticipatory action prior to 

a turn down of business activity from a full-employment 
level; for many purposes it would be sufficient to 
recognize a turn after it had already happened, which 
would be a procedure relatively immune from the false 
forecasts of turns onion always plague practical fore 
casters. But once we recognize that lags of some 
considerable number of months are involved in securin 
the effect of new actions, there may be grave harm 

in a policy which tries to offset a new movement only 
after enough months have passed to make the direction 
of that movement terribly obvious. "Don't try to 
look over hills or beyond valleys," is the sage 
advice often given by those leary of our ability to 
forecast. This can be very bad advice, and in fact 
ene has to be very arrogant concerning his under- 
standing of the exact degree of a government's 
ability to forecast to be able to set down this rule 
or any other specific rule concerning the sluggish= 
ness with which an adapting mechanism is to adjust 
and react to the information input available. If 

an airplane follows a relatively smooth path with 
moderate random errors superimposed on it, the 
electrical engineer knows he should set up a target 
computer which is based on considerable extrapolation 
of previous trajectory; if the statistical propertie 
to be expected of the airplane are quite different -- 
for example involving almost completely random and 


unpredictable movements -- the optimal servo-mechanis 
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should be a much more sluggish one. So, few a priori 
rules can be stipulated in advance and certainly none 
by those who profess to be nihilistic about man's 
ability to forecast at all. We must get the best 
guidance possible from experience itself; and I'm 
quite sure that economic historians will feel that 
the Federal Reserve avaeonents not premature in 
taking anticipatory action to ease the money market 
in the Spring of 1960, which was prior to the May 
turning point and which definitely involved looking 
ever hills and not waiting to find out exactly which 
way the wind was blowing in order to lean against it. 
It is precisely the consideration that optimal 
stabilization policy must vary with the probability 
pattern to be expected from the system that needs to 
be stabilized which makes it rather ridiculous to 
specify in advance and for all times that some par- 
ticular gadget like three-per-cent-money~-increase-~- 
per-year should be adhered to in season and out of 
season. Were the cold war suddenly to end imagine 
the avoidable evil consequences. that would follow 


from such a predetermined policy. 


II. Goals and Functions of Central Banking 


and Monetary Policy. 


12. Evolution away from profit motive. Anyone 


who has studied carefully the evolution of Central 
Banking will have noted the steady broadening of its 
functions and goals. In the beginning most central 


banks were hardly distinguishable from a commercial 
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bank, being first among equais and merely endowed 
with certain special privileges and duties. lLongerun 
profit maximization was their proper criterion of 
action. Gradually the profit motive became subord-= 
inate, and today it should be of no consequence at 
all. (The various money creation privileges given 
by the government to the central bank usually have 
implied more than enough profits anyway; and in a 
modern economy the accumulated earnings beyond a 
nominal minimum must be thought of as reverting, 
eventually or continuously, to the government =-- 
and note that I did not write the Treasury since 
that is merely an administrative subdivision.) 
Profit maximizing is at least a definite task and 
its disappearance makes the job of decision-making 


all the more ambiguous and difficult. 


13. Multiplicity of goals. After central banks 
had been recognized as quasi-public institutions, 
there continued to be an evolutionary broadening of 
their functions and goals. And I ought to say at the 
beginning that these purely factual trends are 
regarded by most economic experts as desirable 
developments. The same cannot always be said about 
the attitude of bankers. And even central bankers 
are not to be regarded as reliable authorities on the 
proper role of the modern central bank. Governor 
Strong of the New York Federal Reserve Bank and 
Montagu Norman of the Bank of England agreed on many 


things; from beyond the grave they undoubtedly would 
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disapprove of most changes in central banking which 
are not even matters of controversy today. If Canada 
appoints another Royal Commission to look into this 
matter 25 years from now, the witnesses before it 
will take for granted many changes that would shock 
the present generation of central bankers. I 
suspect that the direction of many such changes can 
be fairly confidently predicted today. I should add 
that these developments impress me as being for the 
most part salutary moves in the battle to improve 
the performance of non-totalitarian mixed-enterprise 
systems. Nor are they unique to central banking and 
monetary policy. If it were once true -- and the 
evidence for this is remarkably skimpy -- that 
taxation was never properly to be used for any purpose 
other than the raising of revenue, one has only to 
look around ut the modern world to realize how 
untrue this is now and how much would be sacrificed 
in an attempt to revert back to some hypothetical 
earlier regime. I should also emphasize that many 
of the paths of future development are not easily 
foreseen new, and that the evolutionary process does 
not move smoothly toward any inevitable goal of 
perfection, We proceed by trial and error and many 
entrenched developments can be looked upon as grave 


mistakes from the standpoint of social efficiency. 


14. The primary goals of best utilization of 


resources on the outputs that are best distributed 


among people at each time and among present and futurg¢ 


uses. Monetary policy, both as handled by the central 
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1 bank itself and by the Government, does not have 
2 | different ultimate goals from fiscal or any other 
3 social policy involving economic aggregates. Thus 
4 
5 , iity i . | 
6 
8 . | yi , St 2_ in. 
9 order to cater to the vanity of the ruling Chancellor 


rden of 


or in erder to keep 


rin order to | down _unduly the tax bu 
servicing the debt, than should central bank policies 
It is amazing how such a simple truth should be lost 
sight of in the usual discussions of these matters, 
including I make bold to say, some of the testimony 
offered you by eminent witnesses. I consider myself 
the simple child of the Hans Christian Anderson fairy 
tale who blurted out the secret that the King was 
wearing no garments at all, fine or otherwise. in 
a properly running democracy of the modern mixed- 
enterprise kind, the ultimate goals of macroeconomics 
are simply 

(i) that there be best utilization of resources, 

in the sense of no chronic pools of human and 

property resources that are involuntarily out of 

work for reasons connected with the level of total 

dollar spending, and 

(ii) that these resources be efficiently combined 

at producing the kinds of goods that the various 
eitizens really want and need (which rules out as 


optimal various made-work activity like building 
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unattractive pyramids or digging holes to be 
later refilled...), and 
(iii) that there be what society, within the frame- 
work of its agreed-upon system of property rights, 
deems to be an appropriate division of command over 
resources among different age and social classes 
(which means that society is to have the minimum 
standards of life provided for various people in 
accordance with its constitutionally-expressed 
decisions), and 
(iv) that there be the appropriate allocations 
of current resources between production of goods 
for present consumption as against goods that 
involve capital formation and widen the opportunities 
for future consumption. | 
All these decisions are made by the people of the 
democracy both in their individual capacities as 
spenders of their personal incomes on consumption 
goods and saving ran ea and as spenders of 
various business funds as owners or agents of owners 
of property, and in their citizenry capacities as 
electors of responsible representative government 
to take care of the cooperative and coordinating 
sttinirecen of economic life and any welfare activities 
of responsible representative government. It is of 
course not the function of the Governor of the centra 
bank to impose his own or any one else's opinions 
on society, any more than it is the function of the 
Under-secretary ef the Treasury or the Secretary or 


the Budget Bureau Director or the Chief Executive 
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or particular Members of Parliament to do so. But 
since it is a fact of life, quite unavoidable, that 
the way central banking and fiscal policy interact 
has substantive effects on unemployment and the 
distribution of income among persons and among present 
and future time periods, it follows inescapably that 
such considerations as these must have an appropriate 
role in the decision-making of monetary policy as 


well as fiseal policy. 


netion b 


15. The vital disti etween means and ends 
What about the important goal of "price stability?" 
What about "exchange rate stability?" What about 

. economic growth? Of course such problems are not 
overlooked, But it is useful to point out that we 
want price stability because that may be necessary to 
keep the aged from being cheated by inflation, or may 
be necessary to permit efficient business planning 
and long-term contract formation, or may be necessary 
to avoid unsettling exchange rate depreciations, 
and so forth. Put this way, we do not prejudge the 
question of just what sacrifices have to be made in 
erder to achieve this or that degree of price stability, 
er even this or that degree of secular price dseline 
er rise. I shall say a great deal more about the 
problem of price stability, and a little bit about 
the merits for a country like Canada of various 
foreign exchange rate policies. I need ee here 


mention that the problem of growth has already been 


included in my statement of primary goals or 
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objectives, since the formulation in the previous 
section included the problem of achieving the desired 
allocation of goods between present and future. Since 
money and credit policies, almost by definition, 
involve decisions about interest rates and capital 
availability, which are the key terms of trade between 
present and future goods, one would have thought that 


out of any 10 witnesses before a Royal Commission on 


Money and Finance, aimest ail would have given a 


pivotal role to the central bank in helping a democrati 
society achieve its best feasible growth rate. Yet it 
is an empirical fact that many central bankers would, 
at first inquiry, be inclined to deny that growth was 
at all within their province of preoccupation. It will 
be clear that I, along with a great number of modern 


economists, am unable to concur in this view. 


16. Monetary policy and stocks as against fiscal 


policy and flows. "Surely everybody cannot worry about 
everything and there must be some division of laber in 
a pluralistic society between various public agencies. 
If the central and monetary policy tries to do every- 
thing, it may end up accomplishing nothing. Whereas 

if it sticks to a narrow category objectives it will 
end up contributing, along with other agencies in the 
division of labor that characterizes modern society, 
its maximum to the broad objectives of society." 
Something like this will be argued against my previous 
remarks, and more still. "What after all is the distinc 


tion between monetary policy and any other kind of polic ? 
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The answer to this must be given, and after it has been 
it will be recognized that it is outside the field of 
central banking and monetary policy that most of these 
broad social objectives must be realized." These are 
all legitimate questions and I now propose to give a 
tentative answer to the last one. Monetary policy 
differs from fiscal policy in that it is primarily 
concentrated with stocks of assets -- like cash, or 
short-term bonds, or long-term bonds, or borrowings, 

or various near-moneys and less-liquid net worth items; 
whereas fiseal policy is more involved with current 
flows ef income -- like tax receipts levied against 
current income and sales or like current resource- 
using government pig semen or current welfare- 
transfer government expenditures. This contrast 
between stocks and flows as the key element in defining 
the realm of monetary policy will help to make clear 
why President Holtrop of the Netherlands Bank insisted 
in his Testimony before you that whenever debt manage- 
ment is being conducted by the Treasury rather than the 
central bank, one must recognize that an essential 


part of monetary (or just as accurately, asset) policy 


is being controlled outside the central bank. Thus, 
monetary policy is not that which central banks do and 
eught to do; nor is what central banks do and ought te 
do, monetary policy. Monetary policy is asset policy 
wherever it takes place, and in various times and 
institutional set-ups will be divided in various ways 
by organization. One can even imagine and observe, 


if not recommend,institutional cases where more than 
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1 one agency in a country has been exercising central 
2 banking functions. And I fear that adherence by those 
3 individuals who have been historically identified as 
4 central bankers to a narrow definition of their 
5 function will simply cause there to grow up elsewhere 
6/| in society just those activities which they deplore. 
7 Before giving an opinion about the useful relationship 
8 between central bank and government, I want first to 
9 give a caricature of certain views about what 
10 constitutes central banking. While this is avowedly 
11 a caricature it cuts too close to the bone for comfort. 
12 


12. A caricature of what _a central bank should be. 


. Against the above viewpoints, here is another. The 

" job of a central bank is to tard the stability of 

' the price level. It controls money and every school 
r boy knows that money is what determines price levels. 
- It never interferes with or affects relative prices 

* or the sectors in which activity takes place. It 

. leaves all that to the free market place: for the 

i reason that a belief in freedom requires this; and for 
ao the reason that this is a more efficient way for 

cp society to organize itself. Democracy, and government 
* generally, is always biassed in the direction of 

- producing inflation. This is the great evil against 
S which the central bank must always take guard. Because 
a democracy can never be trusted, the central bank must 
oA be set up as an insulated non-political bastion of 

- price stability, responsible to no one in the 
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community but only to its function. It must therefore 
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issue public statements of warning against public 
excesses. It must refuse to finance government 
deficits, and particularly must never finance them by 
issue of notes or by purchase of short-term floating 
debt. It should rarely even take on the long-term debt 
of the government. When a particular gang in office 
are — particularly badly from the standpoint 

of fiscal soundness, it is the duty of the central bank 
to contrive or help a flight away from the currency, 
calling upon central bank cousins abroad who act 
according to the motto approved by Professor T. Gregory), 
“Who hurts one, hurts all." It is a lonely and un- 
popular life, redeemed only by a good cuisine and a 
sense of righteousness at a distasteful task performed 
well. Secrecy is all important. The wisdom of private 
bankers, who understand these issues and are less 
inflationary minded than the community generally, 
should constantly be sought. Balance of payments 
problems, which domestic wastrels look upon as a 
necessary evil, the central banker regards as a 
blessing not in disguise: it enforces the discipline 
so shockingly absent in these parlous times. Career 
men, who begin life not overly burdened with academic 
knowledge, make the best successors to similar chiefs; 
but a few sound academics are useful too, not for 
helping to run day-to-day affairs -- since outside 
help for that is to be found in men who know and make 
their money from the money market -- so much as for 
providing general ideological defenses for the 


beneficent institution. Central bank employees are 
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like ballerinas who must practise each day; you must 
never let them go off on tours of duty in other branche 
-- scrateh out the word "other" -=+ of the government, 
for that will blunt their abilities. Moreover, they 
are pure-bred ballerinas and you must not introduce int 
the central bank barnyard outside government officials, 
even on temporary tours of duty, for their contact with 
the ballerinas may involve a certain contamination that 
will be detrimental to proper performance. There is no 
point in prolonging such a cruel caricature. Like 
most sei Ceteunes it does serve the purpose of portrayin 
in an exaggerated way some not uncommon attitudes. 
Moreover, although I have called it cruel, there are 
some writers, fewer today than in the past, who would 
claim literally that a central bank ought to be 
secretive and lean over backward as the only watch 
dog of the stability of prices in a world where all 
other interests seem biassed toward elabien. A more 
moderate and defensible position would frankly assert 
that the monetary authorities should overstate their 
case so that in an adversary procedure a better balance 
between inflation and deflation would be achieved. 
I think it interesting for example that President 
Holtrop in his testimony attached prime importance 
to the stability of the internal and external value 
of the currency. And Lord Cobbold, in his image of 
the automobile, instinctively thought of the central 
banker as the one who kept his foot on the brake while 
others pumped against the accelerator. On an a priori 


basis a lack of coordination between the government 
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1 and the bank could involve an interchange of positions 
Z half the time; but that is not the way things seem to 
3 modern central bankers. (Later in discussing growth 

4 I shall have to make the point that this kind of lack 
S of coordination between central bank and government is 
6 a powerful drag on growth because it uses a lessening 
7 of capital formation as the offset: to overspending on 
8 private and collective consumption.) 

9 

18. The optimal long-term pattern for prices, Ther 

are three interesting possibilities for the trend of 
‘s average prices: steadily and slowly downward; steadil 
ir and slowly upward; essentially level. Which of these 
ie three patterns is best? This is a difficult and 

. perhaps even meaningless question to ask if nothing 

. is ect tied about the uncertainties and errors of 

7 foresight that are supposed to accompany each pattern. 
‘ However, certain normative evaluations can be made if 
i we are willing to consider the rigorously abstract 

” model where uncertainties and errors of foresight are 
. absent. I fear that an unwary reader of the testimony 
me presented to you by my long-time friend Sir Dennis 

- Robertson may form an incorrect opinion on this subject. 
bs If I understand Sir Dennis he argues that, feasibility 
a aside, it is a more proper pattern to have prices 
a slowly falling with the increase in technological 

* productivity so that the fruits of technological 
> progress are distributed even-handedly among workers, 
- property owners, retired persons, and so forth. 
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Feasibility aside, is this a correct finding of economic 
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1 theory as was argued by many economists in the 1930's? 
2 I think not. A worid in which there is and has been 

3 and will always be a positive exponential rate of rise 
4, in absolute prices would have exactly the same real 

5 allocations among labor and non-labor factors of produc 
6 tion and among young and old as would a world with a 

7 foreseeable exponential fall in prices, or a world wit 
8 stable prices. Indeed as Thornton, Marshall, Wicksell, 
9 Fisher, and others have argued there tends to get 

10 built into the money rate of interest a full allowance 
11 for the foreseeable change in price levels; and my 

12 study of the interest rates that insurance companies 

13 and others pay on fixed-money contracts suggests to 

14 me that something like this has already happened in 

15 some degree in America and abroad. I conclude from 

16 this that there is no presumption in the purest 

17 theoretical model in favor of the view that a slowly-= 
18 declining price level is optimal. 

19 a. The criterion that the ideal situation is that 
20 which would correspond best to an idealized state 
211 of barter, where money has no so-called distorting 
99) effects and is allegedly "neutral," strikes me as 

23 a rather gratuitous criterion. It completely 

94 ignores the fact that one has to have an agreed-= 

25 upon social welfare function that adjudicates the 

26 deservingness of those who gain from price change 
27 before any real normative statements can be made, 

28 But sticking to that criterion, I hope I have 

29 shown that within the abstract model involving 


30 no rigidities and uncertainties, the Robertson 
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1 presumption in favor of declining prices has no 

2 particular validity, since a golden age with price 
3 stability or steady price rise leads to no worse 

4 results. 

5 b. But I must not put words in Professor 

6 Robertson's mouth. He no doubt had in mind a 

7z world with a reasonable: degree of uncertainty. 

8 Once any appreciable elements of uncertainty 

9 are in the picture it is remarkably hard to make 
10 normative statements at all: we pass this way 

11 only once, the Bible says, and even a lunatic 

12| ean say, "If you believed what I believed was 

13 | going to happen, and feared what I feared was 

14 going to happen, you would have to admit that it 
15 was not irrational of me to wear knight's armour 
16 to the factory." 

17 But let us be pragmatic in good English fashion and 
18 try to form normative judgments. Professor 

19 Robertson, as I understand it, has: not said 

20 that in principle falling prices are good 

21 because that happens pes his cautious 

22 friends with extra real goods; because to that 

23 you could answer that rising prices are good 

24 because that splashes your deserving risk- 
25 taking friends with real goods. His st teaey 
26 iy set up as in some sense approximately good 
27 the condition that would tend to prevail if 
28 money were "neutral" and did not distort natural 


barter arrangements would at bottom I suppose 


reflect the rough notion that interpersonal 
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1 equity aside, a situation free from price-level 

2 distortions is more likely to be efficient in 

3 the technical sense of "Pareto-optimality." 

4, Now it has come to be conceded pretty much 

5 everywhere that there is no guidance to choosing 

6 generally between feasible situations to be found 
7 in concentrating only on Pareto-optimality 

8 properties of alternative situations. But is it 

9 true that pievitewda falling prices with the dollar 
10 buying more as technology improves brings a greater 
11 degree of Pareto-optimality than would stable 

12 prices or slowly balanced price rises? To the 

13 extent that foresight prevails, the answer is 

14 obviously no. To the extent that there are 

15 errors of foresight, no one that I can recall 

16 has demonstrated a presumption of greater Pareto-= 
17 optimality in gentle secular deflation as compared 
18 to steady price levels, or for that matter gently 
19 rising price levels. Unless I have overlooked 

20 something, some new types of argumentation would 


have to be supplied before one could draw any 


such conclusion. 


19. What price stable ecient Abstract models 
having established no presumptions, we must turn to 
feasibility conditions. Here, fortunately, there can 
be a general agreement. Given the institutional 
rigidities of a modern economic system, most experts 
agree that the attempt to shape fiscal and monetary 


policy to produce a trend of declining prices will 
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have grave consequences for total unemployment and 
production growth. At best (or worst), it is argued 
society should want to aim for steady prices. As 

the American Commission on Money and Credit has 
coneluded, this involves the difficult choice of which 
index to stabilize: wholesale prices, consumer prices 
(or the so-called cost of living), or the Gross 
National Product deflator? Stabilizing wholesale 
prices would entail in the modern world a rise in the 
consumer price index of more than one per cent per 
year in the long run, for the reason that there is 
slower productivity gain (as the statistician ... 
measures it) in the services sectors of the economy 
than in the goods sectors. A still greater rise in th 
GNP Defilator would seem probable. The Commission on 
Money and Credit also pointed out that recent 
researches have suggested that official index numbers 
are almost necessarily biassed upward in that they 
fail to make appropriate allowances for quality 
improvements: if the official Consumer Price Index is 
reported to rise at one per cent per year, the error 
here involved suggests that a dollar is probably 

just about holding its own in terms of true purchasing 
power as measured by the utility of goods it will buy. 
A small economy that is open to the rest of the world 
must have a price trend pretty much set for it from 
abroad if it insists on fixed foreign exchange rates. 
If world price indexes could be held to a long-term 
rate of increase that averaged out over buoyant and 


dull epochs to not much more than one per cent, there 
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would still be the problem that certain elements in the 
community - particularly in the lower income classes = 
will find that the savings they set aside for retire- 
ment in the future are likely to show a diminution of 
real yield. With higher rates of price increase this 
problem becomes. still worse. Since statistical 
researches suggest that the principal victims of mild 
inflations are the old as against the young, there is 
a strong case for helping these groups adjust to the 
problem. This might involve: (i) purchasing-power 
bonds, annuities, saving accounts, and equity funds 
being made available to people on favourable terms 
by government aid, but in limited amounts; (ii) more 
pay~as-you-go private pensions; and finally; 4(iii) 
what is already a universal fact of modern. life, 
social security benefits that keep up with the taxable 
capacity of the notion and with the price level. Such 
measures need not weaken the fight against undesirable 
infiation. Nor is it true that the "purpose" of the | 
inflations we have to fear is precisely the cheating 
of the old, so that. sliding-scale adjustments in 
their favor will only speed up the rate of demand 
inflation to accomplish again this purpose. The 
inflation dangers ahead are more likely to be of the 
"csost-push" or "sellers!" type, or of the cataclysm 
type that come in the wake of war and social dis- 


organization. 


20. Incompatibility of objectives. It would be 


nice if modern mixed societies would have the friction 


less price flexibility to permit us always to have 


Peene 


Pe 4 i 
= — ic 


“'. seine laltiay emadiids eonnsteaesbisiiiienale 
| ates eesesoat sotug to sagen read Ath .blety Leon 
(| bitm Yo emttotvy Laqtontyg edt tad teougue sedorssnes 
| mt onedd. .squoy edt, tentans 9, biovedd exe enottattnt 
} 904, 03, Jeutbs aquory saed? antgfod 102. seao.gnowte.s 
: Temog-grtesdoiug (£) :evlovat tigim atAT .mealdorq | - 


, ebaw) ystups bas ,atmvoocs yatves, .settiuane.,abaod ul 
emies eLdsivovel mo elgooq of eLdsltavs sbam ated BY | 

otom. (tt)  yedavoms bestmtl. al tud-,bts Jnsmrirevoy yd él 
(tit). ."ffeat? bas janoteneq stsving 03-uoy~e2s-y8q ei 

.<@i1lL aiebom Yo sos? Lsatevinu s ybserls at tariw a 

eidsxat edd dilw qu qeed tadé asttened Ysituosse [stooa ol 

| dove... .Level sotig ed’ diiw bas motion sd3 0 ¥tlosqso By 
| sideyleebay tantegs idyll edd mealsew ton been Ag luesOM ét 
| eat to."ssoqiug" eft iedd ovrt dt ataok.. .nottsftat er 
,Snizsedo edt yieetoerq st 1891 of eved ow enoliel tat os 

at estneomsautbs sfaos-yatbdi£fea sadt oa «bfLo 9d3 to is 

Saameb to sisi ed? ay beeqe ylao [ftw tovs? thed? ics 

edT .oscquud atd? atege datiqmoces of aottsfiat és 

ods Yo ed o3 yLedtl etom ete baeds eiepnseb moltsal int as 
pmeaylosise edt Io 10 .eqyd."'areflee" 20 "deuq-tsoo" eg 
~aib Lstoos bre. raw 20 exsw.adt at ouon tadd sqyd ae 
> a . Gotsssinsato ve 


ed bilyow 31 ,20viioei.do 10 yt faett Lamoond 


ottotst edd eved bluow saltelan bexta mzebom ut sate: 


P| aves 
“ovad ‘ot eyswis ay Jimreq. ot “WIEtdixel? 


wy. es eee oe 7 Cae tee 


. ~* 
pp 
bi ” = T 


Nethercut & Young BR. 52 
Toronto, Ontaric 


price stability without jeopardy to sustainable growth 
and efficient employment at high levels. It would 
also be nice if motors turned with less friction and 
if TV sets could grow like weeds. The facts of life, 
alas, are not all ideal; and while they are mutable, 
it is one of the facts of life that they cannot be 
changed in the easy way men might wish. As evidence 
accumulates, suspicion mounts that there will arise 
many occasions when society will find a clash between 
approximate price stability and tolerable sustained 
high employment and growth. -I know that some experts 
deny this: in my files I have a number of such 
denials by eminent bankers and scholars. I wish that 
they were more convincing, because life would be 
better if there were no "trade-offs" between objective 
and no need to compromise between evils. The 
Commission LAdkAusepend Credit ended up worried by 
this problems and it is my guess that even their 
Report is too optimistic. This is not an issue that 
can be decided by reason or be decided on the basis of 
past experience. Nor is there a need to come to a 
firm decision before the fact. Yet it is essential 

to have one's thinking alerted to the problem and to 
prepare tentative strategies for handling events 

as they materialize. Now precisely because it is 
economically false that monetary policy has some 
special potency to affect the P in PXQ, I must assert 


boldly: The problem of determining how much price 


rise will be tolerated in the interest of a lon, 


er 


and growing output and employment is every bit as 
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much a problem for fiscal policy as it is for monetary 
policy. There is no reason in logic or ethics why 
the central bank should be the agency for pulling the 
compromise in one direction -- say, the dis-inflationany | 
direction -- rather than the government (be it Parliament, 
the Executive, or the Treasury). Indeed non-elected 
officiais abo unete long-term office and who are 
permitted wide freedom in their actions are not at all 
the ones in a responsible democracy to resolve these 
probiems. This does not deny that the people through 
their legislature may choose to set up a quasi- 
independent agency to represent them in this regard. 
Except by the Darwinian test of survival of certain 
older central bank attitudes, there seems to be 
Little evidence that the people have chosen to make 
such a social compact. It is in this sense that every 
central bank is responsible to government and not 


really independent. 


III, Conclusion 

21. Miscellaneous items. This testimony is 
already long. Yet I have barely scratched the surface 
of many relevant issues. Since time will not permit 
discussion of them in the depth they deserve, I shali 
simply list a number of. opinions that could be 
elaborated on in oral testimony or at some later date. 

1. A country like Canada might gain a good deal 
from a system of flexible exchange rates, in contrast 
to. the stable exchange rates of some large powers like 


the United States. 
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2. While open-market operations and required 
reserve requirements are the important tools of 
conventional central banking, the earlier Canadian 
experiment with a discount rate that changed rather 
flexibly with respect to market bill rates has much 
to recommend it. The limited advantages of having 
something dramatic to announce when a change in 
market conditions is desired might still be preserved 
by having certain special differentials decreed at 
such times. 

3. The goal of faster growth can be achieved in 
a mixed-enterprise economy, if at all, primarily by 
one mechanism -=- namely, by conventional and unconven-= 
tional monetary policies designed to stimulate a long- 
term deepening of capital, with the corresponding 
reduction of the proportion of consumption as a 
fraction of full-employment product being achieved 
by a compensatingly tight fiscal policy that prevents 
demand-pull inflation. This means that money cannot 
by its nature be "neutral" and hence the notion that 
eentral banking ean be over and beyond responsible 
political decision making is quite untenable. 

4. Every modern central bank should be made 
clearly responsible to the democratic government in 
power. This does not mean making it a mere branch 
of the Treasury. Nor does it require short terms of 
office for central bankers. Nor does it deprive the 
governor of the central bank of his freedom in day- 
to-day operations. Nor does it rob him of his power 


to nag publicly and privately. Nor does it take away 
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from his ultimate weapon -- dramatic resignation in 
public protest against what he deems to be bad policy. 
But it does mean that, after due process and agreed- 
upon delay periods, he must either yield to govern- 
mental policy or be subject to removal from office. 
There is no room in a modern democracy for a Fifth 
Estate, which serves as an insulated pocket of power 
set up to accomplish its own purposes be they good 

or be they bad. Freedom of a democracy to make its 
own mistakes is not merely a desideratum: it is an 


inevitability. 
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Ottawa, Ontario, 
Tuesday, 
October 23rd, 1962. 


--- On resuming. at 9.15 A.M. 


SUBMISSION OF 


DR. A.K. EATON 


mo ce nee comer Ow ot 


THE CHAIRMAN: Dr. Eaton, it is a pleasure 
to see you again. 

DR. EATON: Thank you, sir. 

THE CHAIRMAN: We will proceed with 
discussion of your paper on your analytical comment 
on the Canadian tax structure. Have you any 
preliminary remarks you wish to make? 

DR. EATON: No sir, I think I have none. 

THE CHATRMAN: We will then proceed with 
the discussion. 

DR, EATON: Yes, sir. 

COMMISSIONER BROWN: Mr. Chairman, I suppose 
before we start disetes ng the tax structure we should 
make it clear that as far as this Commission is 
concerned we do not want to’ get into fields that 
more properly belong with the Royal Commissioncon 
Taxation. However, at the risk of that, I think we 
would like to discuss the effects of taxation on 
capital flows and capital accumulation. I would like 
to start by referring to paragraph 27 of your brief 
in which you refer to the fact that a large part 


of income from investment of savings is not subject 
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to income tax. That is: through house ownership, 
pension funds, insurance policies, and you also refer 
to a certain number of bond coupons that are cashed 
without being subject to taxation. 

DR. EATON: That is right. 

COMMISSIONER BROWN: What I want to ask you 
is whether, in your opinion, this form of serene fon 
tends to over-emphasize cle ednsberaver. type of 
investment and reduce bné “atigunt that would be 
going more directly into equities? 

DR. EATON: Well, I would say generally 
that it does through the. very ahtase of.the part that 
these savings play. Take the insurance companies: 
their general policy is te match debt with debt. 


Now, at least, they are broadening out a little in 


their equities; but generally I would say the Pe eee 
money does go into debt. Pension people, generally, 
eaatainiy much more so in this country than in the: 
United States, will have the bulk of their funds in 

debt securities. Seme of the larger funds in the 

United States come almost close to half in equities. 

I think General Motors is up around 38 per cent or 40 
per cent in equities. certainly in the annuities, . 
government annuities particularly, I would say generally 
these items I have listed are mainly in debt rather 
than equity capital, or over in the debenture capital 
field, and I think it is too bad; I would like to 

see more of it spread out inte equities, but I don't 
know watee what you can do about it. You can legislate 


them into that, but it is a pretty risky thing for a 
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government to push funds or urge funds over into more 
risky investments, Generally, I think it is a fair 
generalization that you have made about the direction. 
i don't think that is mainly because they are tax- 
exempt through this period. I think it is more the 
actual flow than the policy of people who are managing 
these funds. I don't think there is more investment, 
Say, in government bonds merely because quite a package 
of it escapes tax, I have seen people cashing their 
coupons in small pieces in different banks so they 
will net have a large enough sum in one lump to have 
to be reported through ownership certificates. There 
is quite a bit of that. 

COMMISSIONER LEMAN: You did not get them 
arrested? 

DR, EATON: Well, the banks are not inclined 
to cast too particular an eye on offending people in 
these directions. 


COMMISSIONER BROWN: The next point I wis 


to ask you about is in reference to paragraph 31 where 
you comment that if the personal income tax rates 

above 50 per cent were cut off -- in other words, 
reduced to 50 per cent, the tax cost would be less 

than $10 million; and further, if it was a 40 per 

cent ceiling it would cost $40 million. I wasn't quite 
Sure what you were getting at there. Is it that this 
change would not cost the government very much, or 
would not produce very much money available for invest- 
ment? 


DR, EATON: What I mean there mainly is that 
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these high rates are not very necessary, although, 
after having said that, you can say that. if you 
reduce them you would not have freed much additional 
capital for investment. That is the disappointing 
part .of it. It is quite another. story if you brought 
it .down to the flat rate of 16 per cent, which I 
have eee on -- that that would produce the same 
revenue -- and you would get something of the order 
of 200 million a year freed through dropping the 
rate to 16 and bringing the others up to 16. There 
would be a couple of hundred million more money 
available for investment, with people paying 16 where 
they now pay up to 20 or 25. I think I am suggesting 
here that this would make good sense, and partly it is 
not entirely the amount of revenue. I think an awful 
lot of people just plain resent those rates and do 
whatever they canto avoid it, and enter into all 
kinds of methods and techniques of avoiding them, 
and they are generally against income tax because of 
these high rates. I think that is bad, and I don't 
think it is necessary. I think these very high rates, 
certainly above 50, just do not make good sense from 
anybody's point of view -- except the socialists; ee 
like that. . 

COMMISSIONER BROWN: But, in fact, at these 


levels it would not produce too much available for 


investment? 
DR. EATON: No, no; I agree with that. entirelly. 
It is amazing the smallness of the amount of revenue 


you get through the high rates, and it was this general 
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fact which was revealed so clearly in. the years when 

we had the investment income tax right across the 

board. . We were just getting peanuts out of it. .It 

is amazing the small amount of investment income 

there is in this country; that is, I.suppose, that: there 
hasn't been the epportunity to accumulate great wealth 
in the middle and upper income brackets. We are just 

a poor country, and this sert of thing. just keeps on 
that way. 

COMMISSIONER BROWN: You mean in the hands 
of individuals? 

DR, EATON: Yes. 

COMMLSSIONER BROWN: On the question of 
corporations, I would like to get your comments .on 
wnether, in your opinion, the tax structure including 
the capital cests allowances perhaps.over-encourage 
the retention of earnings and cash flow by corporations; 
in other words, what is your reaction to the icaceel then 
that has been expounded several.times by Mr. Kierans 
of the Montreal Stock Exchange, that corporations should 
be encouraged to push out these retained earnings and 
let the market decide how corporation funds are 
invested? 

DR, EATON: I have never really understood 
completely his analysis of this. No, I am not in 
favour of that. I think from the point of view of the 
country it is all to the good that earnings are retained 
instead of pushed back out and subject to such high 
lt income tax rates. .I think it is a bit 


encouraging -=- and it is just. in its beginnings yet -- 
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the new businesses and other new shows that has been 
Aaah ae recently of using upstairs money for 
financing, not their own businesses, but new businesses 
outside. I am very encouraged to see that happen, 
and I think it is a good thing, Prather than having the 
large grow larger and still be able to finance and 
take on as an outside iorm what the Industrial 
Development Bank is trying to do mainly through debt. 
I.do not think they take equities at all; LI think they 
beh but I don't think they do very much. So, rather 
than put all these smaller companies into debt, if 
these big shows with pots of money would get into an 
equity position with some of the smaller outfits, 
L think it would be all to the good. I would not like 
to see a piece of law to encourage the dispersal of. 
more capital funds back into the public. As a matter of} 
fact, I think the pig shots in industry are better judge 
of where money should te put than the general public. 
This ‘is old theory: we had this all through the New 
Deal stage in the United States. They came in at cone 
Stage with a tax on undistributed income purposely 
to encourage this sort of thing. It didn't last very 
long; I have forgotten whether it ever got on the 
statute books, but the New Deai crowd were imbued 
with this idea, and I don't go along with it. 
COMMISSIONER BROWN: One of the arguments that) 
has been advanced is the fact that -~- and this is from 
D.B.S. figures ~- that assets in manufacturing after 


depreciation in the ten years 1950 to 1959 grew from 


9.1 billion to 20.1 billion while profits increased ony 
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from 1.3 billion to 1.57 billion, which is a return 
of only 2.4 per cent after tax. . People have read 
into these figures that perhaps business has not been 
so smart in, its expansion. 

DR; EATON: Iodon't suppose I am too 
sophisticated in this. Let me give you an example: 

Mr. Capon of DuPont has got quite upset about this 

very question, and he wrote an article in the Financial 
Post recently, and he and I are going on a Tax 
Foundation programme on this very question. He feels 
much the same as Kierans does -- I don't know whether 
it is for the same.reason -- but here is the Vice- 
President and Treasurer of DuPont, and he, looking 
particularly over the situation, thinks it would be a 
good idea if.corporations. were made to disperse. 
practically of thelr earnings, amd he 18 making. a 
proposal,to that, effect. He has.done so in print, 

and he is going to. go on to the platform on the, same 
issue. Perhaps I am not familiar eneugh.with, the 
inside workings to know whether they are over-investing. 
My impression is that I don't, like the idea of forcing 
earnings out. 

COMMISSIONER BROWN: Let us. say if this could 
be done, and adjustments made so that the total tax 
take remained the same? 

DR, EATON: . Even: 805.2 don't think se. I 
keep coming bacx to this question. of trying to see 
industrial earnings free from too high personal. income. 
taxes. — There is a lot of tax.free gain in the hands 


of the individuals through the ploughing back of earning 
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There is a big tax-free gain, if you like, made by 
the holders. This would not happen any more; 

if you are going to force out earnings, you won't 
have this growth factor in industry. Perhaps you 

say it is exaggerated and it is not paying off as 
high as it should, but to the extent you keep pushing 
all of these earnings back into the personal income 
tax ranges, I think it is bad. 

COMMISSIONER BROWN: If my premise carried, 
and that is, if the total tax take remained the same -- 
in other words, there was still the same amount of 
money over-all available for investment, but the 
individual shareholder had a greater opportunity to 
direct that investment? 

DR. EATON: Well, you can say, "If the 
same total amount were available..." -- I doubt if 
it would find its way back. Perhaps I am sliding 
past your question here, but if it is available I 
don't think it would find its way back -- certainly 
with not as much certainty as now. That is, if you 
had this so that it was free, there would be more of 
a tendency to spend it in other directions rather than 
industry. I haven't any confidence that if you did 
push it up you would get anywhere near the same 
amount back for investment in industry. 

You can counter that, and say, where it is 
being invested it is not being invested to the best 
advantage. That may be so; I can't really answer that, 
but I a always suspicious of these derivations from 


these total lump increases that are put out. I don't 
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question the Bureau of Statistics: it is just a 
derivation from totals that they have got. 

COMMISSIONER BROWN: Let us look at the 
same thing from a slightly different anles does the 
tax structure -- I am not thinking of income tax 
now so much as the fact that construction materials 
and machinery have certain exemptions from 
manufacturers! sales tax: does this sort of tax 
Atbtise over-encourage business in investment as 
against consumer spending? 

DR, EATON: I take this point of view, that 
this is, in fact,avoiding a pyramiding of tax. 
Certainly for this country it is vastly important that 
we not have a sales tax on the equipment for producing 
goods for export. If you had it on all machinery 
and equipment it would not be anything too tragic -- 
if you had pyramiding of tax on equipment for domestic 
purpeses, but tt would be bad if you had red equipment 
manufacturing goods for export. This is one of the 
things our businessmen are so confused about. They 
think there are incentives given in the European tax 
system which make it difficult for them to compete 
because they give exemption from their sales taxes 


and turn-over taxes in Europe, whereas, in fact, 


we have always done that. We have exempted the machinery, 
and equipment producing goods for export: When Europeans, 
with different types of systems, start doing that, we 
howl to the high heavens about it, whereas, in fact, 
we have never had that sort of thing in Sree ose 


I would not say that is a positive encouragement to more 
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investment. It is just the removal of. an obstacle 
which otherwise should not be there. 

COMMISSIONER BROWN: These are all points 
that rather. encourage the accumulation of capital 
and its use, are they not -- these several points 
we have been discussing; . that is, the retention of 
earnings in corporations and these taxes as well? 

DR. EATON: I don't know that I would — 
it is a positive encouragement. I certainly would 
not agree that the absence of a sales tax on machinery 
and equipment would be regarded as a positive incentive. 
I. would say it is just the removal of what would 
otherwise be a positive obstacie. As for the retention 
of earnings,.it is just a free country, and the 
directors decide what is fair to disperse and what 
is better to keep. I don't know whether, I might come 
back on this same point, reverting to the point you 
made, that if the same volume of funds were available 
for investment wouldn't that be a better Situation: I 
think no., Here J] don't want to. get.too,far_on this, 
but today.the incidence of that. corporate.tax, I 
believe, is mainly passed on to eon cumer te L.would not 
like to see a large part ef this shifted back -- shiftin 
from consumers generally back on to the middle and 
upper group of income tax papers. I think this system 
of corporate tax is there and is passed on and that 


they are not compelled.to disperse. 
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I think that gives the best direction for the incidence 
of this tax, and the greatest prospect of getting more 
capital for investment. 


COMMISSIONER BROWN: You have a section 


on the incidence of this tax. 

DR. EATON: I did not mean to push into that, 
but it is another aspect. | 

COMMISSIONER BROWN: It is another aspect 
of the whole thing. I am not sure that the figure 
2.4 per cent after tax always bears out the over-all 
contention -- it is probably beyond our scope, and 
is the lot of another commission. 

THE CHAIRMAN: Have any of the other 
Commissioners questions on this point? 

COMMISSIONER LEMAN: Before we leave the 
section that Commissioner Brown was talking about,: 
referring to your paragraph 42, Dr. Eaton, you make 
the point there that apparently the corporate tax 
System at its relatively high rate comparative to 
what people had been used to pre-war surprised every- 
body; there were a great number of people who had 
thought that this would slow things gare M great 
deal, but it does not seem to have done that. What 
do you think about the length of test you are talking 
about there? Is it a long enough test? Are there 
circumstances during and after the war had make it 
appear that this high rate of tax has not hurt 
us, Which would not necessarily be true over a longer 
period of time and in a completely different set of 


competitive circumstances, 
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1 DR. EATON: Well, I don't know. Certainly 
a we are at a time, both here and in the United States, 


where both countries are worried about their growth 


: factor slowing down -- things are not growing as they 

' should. This is what the classical economist says: 

Just you wait -- they won't be able to keep passing 

: the tax on forever; when you get into tough competition 
: you will find trouble absorbing the tax. 

, Well, it may happen -- I don't know. It 

10 


does seem to be thoroughly into the industrial 

11 planning and price policy and so on, just to take 

12 the corporate tax as a cost, ana say we have to 

13 recover this and this -- to look at the after-tax 

14 profits. I don't know whether that will work in. 

15 Perhaps there will be a few who will in effect absorb 
16 it and start cutting prices. But I don't look for 


17 it to happen on any great scale. I think there will 


18 just be a slowing down rather than a relief to the 
19 system through absorbing the tax. That, I think, 
_ will be the natural result. 

= Your suggestion was that the system 

a of passing the tax on in higher prices would not 

= always persist. Well, I am inelined to think it 

=) will. 

= COMMISSIONER LEMAN: What I am asking you 
26 about is your judgment of what a certain level of - 
27 corporation taxation can do to an economy over a period 
28 when most of the time we are in what was considered 
29 a saniébes market, and whether you might not change 


30 your opinion if during an equal period in length of tim 


Pe “(8eded@ bedtnU od? ni bas sisi dod whet | 
mu déwora ttedd guods wea 91s ¥ettdauos ‘dod Sidi 


4 gy 4 Hie 3S 


yodt es gnivotg ton Salwets tosvost 


eray ‘ye @oeteotoe? 647 AG 

ae se tmonoos feoteasio ed? tedw et eldT .biwore 

” eeleese qoex of efds od ae ar i jtew woy taut 

| |mokttteqmon dgvot ost tog voy nedw ¢reveTo? ao sas Ga 
xsd odd pntcvoeds efduors bat? {ftw TOY 


™~ ear 


#I woot t'mob I -- neqaes _ shed « {iow 
laledacbat edd osal <luoteat ed o3 moge 3s beeb 
eist of taut .mo oa bre yorlog eotte bas eatansle 
oJ oved ew yse bas .J800 s es xed SJ BTOgIOO ont 
xet-193%s edt ta Xool oF -- aint bas etds 19vo0e1 
mt atow [fiw tsds tetlsvedw wom t'nob I .esttorg 
dyoads Josette at {ftw odw wet s ed (ftw esd? eqedie4 
to? woof 'mob I dud .eeotiq untiuo tisse bas st 
{itw s1sds Antds I .elsose Jsety Yns Ad neqqad of wt 
edd of Ietfer s ned? tedts1 awob patwole 2 ed saut 
Wald? I .gadT .xsd edt yntdrosds dgwordi? meveye 
.tiveot Iemian edd od [tw 

meJeye ety Jed? esw nolvesyuuve rwo0Y 
ton blwow seotitq tedgid at mo xs? odd andesee t0 
tt aatd?s of bent font as I itew .tJeltetsq jeune 
as “ Lf tw 

YOY gnines as I tsdW ;MAMZI AaMOLee IMMOD | 

to [evel ntesie0 & tsdw to tnomybut awoy et Swods 
botieq 8 18vo ymonoos mB of ob aso notisxs? nolis1oqioo 


‘petebtenoo esw gstw at e18 ow omtd edd Yo Jeom norte 


b egasdo ton tdgtm voy tedtedw bas .texrram estttee ; 


$a 
o 
¥ 


t+ to dtgnel at bobieq { Leupe As ‘gatb mo tntae “tH0) 


e aes ree = 


ee eBa a RB 


Nethercut € Young = 6369 2 


Toronto, Ontario 


you were in a buyer's market. 

DR. EATON: I don't know. It might shade 
off; perhaps a lesser amount would be passed on in 
higher prices. However, I cannot see it happening 
as a general rule, that profits will absorb the full 
amount of this 50 per cent corporate tax. Somehow, 
IL just rant see it happening. 

COMMISSIONER GIBSON: You see,Dr. Eaton, 
the normal difference is between industries in their 
abilities to pass the tax on. Let us take two extremes; 
you mentioned utilities, where there is a great deal 
of evidence of the tax being passed on. The other 
extreme is, let us say, some industry like the needle- 
work trade, relatively small units, and with a great 
deal of competition. Do you think it will be successful 
in passing the tax on? 

DR. EATON: Well, if you get down to the 
smaller companies, they only have 21 per cent: tax 
as compared to 50 per cent. It may not be so obvious. 

Now, I think I will have to agree that where 
the competitive situation is very tough, there will 
always be some who are unable to pass on the tax. 
But within a fairly wide range there will be a group 
who operate efficiently enough to meet the market and 
pass it on. phew wlll be industries which have 
difficulty in passing it on, but I do not think that 
will be true of everyone. 

COMMISSIONER GIBSON: We have heard quite a 
bit °in the last three or four years about the problems 


of some of our domestic industries to meet the import 
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competition they face. That is what I am thinking of. 

DR. EATON: I expect there will be cases 
where they will meet the import market, regardless 
of beets The point is, we don't know enough about 
this whole question. I would like to see the 
Royal Commission on Taxation make a very definite 
study of this whole matter. I do not pretend to 
be too wise about it. I am just reporting here 
my experience in these things, and it is not very 
~widely based. That seems to be the feeling of all 
of us who are sticking our necks out on this question. 
You need a lot more study on it. 

The theory of what you can do to. the tax 
system hinges very much on this very point; it is 
a most important one. Even with respect to the 
services industries, you asked me whether they could 
pass the corporate tax on. I don't know whether 
they do it or not. It is not just a question of 
selling things and marking them up. This is quite 
. complex situation, where you try to recover. There 
is a whole range of industries that I don't know about 
or haven't any views on. This is just through lack 
of knowledge. 

COMMISSIONER BROWN: Is your general thesis 
based on: the assumption that to the extent new capital 
is.invested and has been invested since the tax rate 
of.50 per cent became standard, that tax rate is 
taken into consideration as a factor in determining 
whether the investment will be a good one or not? 


DR. EATON: Yes, I think there is that con- 


i 
“ 


| tense od Eftw oxedd toeqxs I +MOTAM fia ae 
bg seolbisget .Joxism Jroqmt ods teow Iliw yous emery 
tuods dguone word J'nob ew .at gnteg siT .ttterg. t0 
9d? 998 of sxtf bIlwow I .notsssup slotiw etd 
ettatteb yrev & sxsm nottsxsT no notestmmod [eyor 


a a 


srererkse Sa — 


oF bastetq son ob I .tettem elotiw aftdt to yBuse 


Di 
- 


sted gaititoget tevt me I .of Juods setw oos sed 
ytev gon eft Sf base .e@yatie seeds at sonelteqxse wm 
{is to gaitiee? sdJ.ed oJ smeee gadT .beasd yloebdiw 
noljeeup eids ao suo exoen wo gatiotie ets ondw eu to 
ett ao ybuse stom Jol s been woY 

x83 oy oF Ob aso oY Jadw to yroed? edt 
et jt j,datog yrev aldd ao dowm yiev segatd mosaye 
ody Of Joeqest dilw aeva .esao sassioqm! j20a s 
bivyoo ysis todvedw om bees voy .esiizeudbalt seatvisa 


sedgedu wom 3'nob I .mo xs! etstoqtoo eds sesq 


> = 


to aoljseup s seul, Joa at 31° .ton to: tt ob ysdt 

etiup at eatdT .qu meds gatitsm bas syntdt untriew [8 
si1edT .1tevoost oF yt woy si9erw .noltautte xelqmoo " 
tyods womst 2'nob I sari? asirtevbant Yo eynat slow es et 
#osl Maguotis? gvgaut et etAT .no awstv yas J'aovsd “ro 


-egbelfwonk to 


{stiqso wen Jnesxe ez oJ Jad2 noltqmuess ois. mo beesd. 


us 

is 

ss 

és 
alaeda [sieneg woy sl :;MWOHA HEMOLEeIMMOD BS 
es 
eset xsJ end conte betesval aeed esd bas beseeval et og 
el stst xsi Jedd ,bisbasta emsoed gmeo teq 0 to ws 
yatnatorisseb at 103081 # @6 solsstebtenas osal i 


$299 t0 9m0 boog s od [Ltw. SPEEA, es anal 
“109. is 8 et etd, rE hueht™s. 3] 


* Oe i) oa 


Nethercut & Young <6371 - 


Torente, Ontario 


sideration. 

Therefore, to that extent, it must be passed 
down to the consumer. 

DR. EATON: Yes. But I think it is true 
of products from previously existing capital, that 
they will do the same. I don't think, it is just 
limited to new capital. ‘That is where the decision 
Will be made as to whether new capital will be 
invested or not, but I think the general. practice 
has been established from existing capital, for they 
are recouping there as well. 

THE CHAIRMAN: There is one other factor 
I should like to ask you about. The consumer, for 
the most part, is also a wage earner, and his wages 
have increased very substantially over this same 
period. Then, when you say that the tax is passed 
on to the consumer, something is also passed on to 
the consumer bY way of increased wages to enable 
him to absorb that tax, and wages come out of industry. 

Looking at the whole picture, and taking 
all these factors into consideration, what is the 
net result? 

DR. EATON: I think the net result is this: 
In so far as the labour ram are successful in 
getting higher wages -- perhaps beyond productivity, 
perhaps not -- that it is relatively automatic with 
the manufacturer or the industry to mark-up on the 
basis of their additional costs; that goes out, and 
the consumer pays what he has to pay after this 


process has gone one, 
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I think generally speaking that has been 
the pattern, and it has been relatively automatic. 
I don't think we can expect industry to take any 
other position when there is the alternative -- and 
they are all tending towards it -- to pass it on in 
higher prices. I think that is pretty much the 
pattern. Certainly it has been in the United Kingdom. 
Over there they are trying to meet the higher wage 
costs. The unions see that they can get it by pushing 
hard, and that goes into the higher prices. Of course, 
at the same time, the consumers are for the most part 
wage-earners. 

COMMISSIONER BROWN: Just to follow this 
question a little further, to the extent that it can't 
be passed on, say in the export industry, then it is 
either absorbed or the investment does not take place? 

DR. EATON: . Yes, that is true, although I 
do think it is a pretty safe generalization that people 
who are exporting to Canada are attempting to do the 


same thing, in passing on their own corporate tax, 


most of whom are about on the same level as ourselves. 
We Br to wonder more about that than we do now -- what 
our position would be in international trade. There 
is some comfort in seeing that the same thing happens 
| in other countries. However, there is an exception 
with respect to the United Kingdom. I don't know 
quite what I would say if these hearings were being 
held over there, and I was asked whether their income 
tax piws their corporate tax was being passed on to 


the consumer. I think generally it is, but it is not 
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such a clear pattern. The legal liability is not 

on the corporation over there; it is really on the 
individual. About half of the earnings are retained; 
so, a piece of it becomes a firm corporation tax. 

I expect they also attempt to recover that in higher 
prices. 

The same is true in Australia, where they 
ha e recently had a commission on taxation. There 
about half the industrial earnings are retained and 
are re-invested. That seems to be quite a common 
pattern. 

COMMISSIONER GIBSON: You would agree, Dr. 
Eaton, that where prices are set by competition from 
oytside the country, whether for domestically produced 
goods or goods exported outside the economy, the 
process of pass ing on must be limited by this fact. 
Is that not correct? 

DR. EATON: Yes. I am saying that where 
foreign companies are selling in Canada, they are 
attempting to recoup by passing it on in the price 
at which they sell in Canada; they do that in their 
own domestic markets. Generally speaking, I come 
up with the conclusion that the corporate tax is 
not a very important factor in the competitive position 
between Canadians and foreign producers,. either on 
import goods or on their own goods exported to other 
countries. I believe the pattern holds pretty well 
true that they are all attempting to recoup. 

COMMISSIONER GIBSON: Suppose our corporate 


tax were raised today to a point where it would 
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be difficult for some industries to pass it on -- 
‘ey instance, people who are selling copper, wheat, 
aluminum or newsprint -- it would seem to me that 
in the short run they couldn't pass it on. 

DR. EATON: That is true. 

COMMISSIONER GIBSON: They have a fixed 
price, and that is. it. 

DR. EATON: I would certainly agree that 
if our rate were jumped to 60 or 65 per cent it 
would hurt our competitive position. But if you 

look at our chief competitors -- for instance, there 
is the United States with 52 per cent, the United 
Kingdom with 38 per cent plus a straight 10 per cent 
which takes the tax up to about 48: per cent. 
I will not go through all the Continental tax. rates, 
but there is a fairly common level. I come back 
to the picture that the corporate tax in Canada 
would make a difference of only a few percentage 
points. For instance, if you want to take as 
gospel the figure of 5 per cent mark-up, there 

is a 5 per cent profit margin on each dollar of sale. 
So, in order to retain that profit you would have 
to mark the price up by 5 per cent, and that would | 
allow you to recover the whole of the tax. These 
are relatively small amounts. 

In so far as any Continental country has 
a tax 5 or.10.per cent eel wen ours, this accounts 
for a very small difference in the price. I think 


this has been vastly over-rated as a competitive 


factor. 
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COMMISSIONER LEMAN: Could we take the 
reverse proposition, and ask you if you believe 
that if the government gives an incentive to 
corporations in various forms, which amounts to a 
tax rebate, is it done because it is expected it 
will be passed on to the cohislibrls 

DR. EATON: * I don?t Bott: But I think 
this logically follows from what I have been saying, 
that the impact of these incentives is pretty weak 
stuff. , 

COMMISSIONER LEMAN: In logic, if you really 
believe that a corporate tax is to be passed on, 
and if you give a tax incentive, it should tay dug hokey 

DR. EATON: Yes. They should be able 
to compete a little better, to sell at a slightly 
lower price; but my point is, you have to have a 
large chunk of incentive before you can get the 
price down one, two or three per cent. You are 
working on a slim margin on this kind of thing. 

COMMISSIONER BROWN: It has been suggested 
that if your contention were right, and if this 
corporate tax were in fact passed on to the consumer, 
the end result is a regressive form of tax equivalent 
to a sales tax? 

DR. EATON: Yes. 

COMMISSIONER BROWN: And as such it tends 
to lessen the impact of the highly graduated income 
tax. 

DR. EATON: That is true. 


COMMISSIONER BROWN: You will agree with that? 


iii eset 


oF evitnsont ne seviy tnommrevog 
8 of etewoms dotdw .emro? svotteav at anots 


, tl betoegxe et st seuvsded onob SF ef .edadet ait 
wane 3  romvenoo edd o¢ ao beesed od [lw 

intdd X wa wom $'nob T woTad ad 

gatyne need ovad I tsdw mort awoffot yLlsotgof£ atdt 


xeew utierg at eeviinesont saci? to toaqmt ond eT en 
| vide OP a 

yfiset voy It ,otgol aI :WAMZI ARMOTZ2TMMOO u 

~mo beeseq ed of et xsd statoqioo « Jadd svelfed 4s 

. f... drevet Bbluora JI ,evitmeont xsi s evig voy Tr brs yal 

of{ds ed blwode yenT .asY s:WOTAZ .Ad a 

yfidgtile s te [fee oF ,rsdsed eLlIFllI w evoqmsods oF 
s evo of eved voy ,2t tutog ym Jud jeotrq 18wol : 


odd Jey aso voy eroled evismeont te aAnuio eytal =f VE 

e1s JOY tne tq ests to owt ,emo awob soltaq 8 
.gatd? to tabt etd? ao otytem mife s no antitow 8 f/@! 
besesgyie meed esti JI :KWONE ANMOIZ2IMMOCD | p08 
etd? tr bas .trytt ersw nolfiastaos woy tt tad | is 
«Temenos si3 of mo beaasq Jost at siew xB StEtOgTOS js 
taelaviups xsi to mot evisese1ge% s at Jlueet bas ods es 
fxsv eefse s OF * 


eeY :MOTAR .aq 


) | abned tt dove ee baA :MWORE ANKOTESIMMOD 

| ‘emoont betsubsty yidgid edd YO tosqht edd neeeer oF * 
r rasan eco e+ 
4 


es Nest? er Yaar sama 880 


7 atade ditw a nats ae a _ 22.IM nor “s io 


rae 


Nethercut & Young = 6376 = 


Torente, Ontario 


DR. EATON: Yes, I am in favour of it. 

I think it would be a good policy for Canada to 
lower her corporation tax and put on more sales 

tax, which would not apply to goods exported. 

That would improve to some extent. the competitive 
position of Canadian industries in the world markets, 
through having a slight edge on the corporate tax, 
and pick up the revenue domestically. It would 
throw more burden on Canadians, but they would sell 
more abroad. 

COMMISSIONER BROWN: It would cause dis- 
location between the service industries and the 
manufacturers? 

DR. EATON: Yes. At the same time they 
“should fix up the structure of exemptions from sales 
tax. That is an attrition that has gone on through 
the years, with more and more exemptions from sales 
tax. That, too, could be corrected. 


COMMISSIONER BROWN: I would like to turn 


briefly to the question of the 20 per cent tax 
credit which you described as having been 
instituted in the first place at the 10 per cent level, 
as a means of avoiding duplicate taxation; but 
when it went up to 20 per cent, I think your 
phrase was that it was openly nationalistic. 
DR. EATON: “es. 
COMMISSIONER BROWN: Can we get your comment 
2as to why, with all these aavouceeae for Canadians 


to own equities in Canada and get the 20 per cent 


credit, it is apparently so profitable for foreigners 
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to buy equities at prices higher than Canadians would 
be prepared to pay? 

DR. EATON: There is more wealth abroad, 
and a lot of the foreign purchases. are by corporations 
rather than by individuals. I think part of my thesis 
is that Canadians have not enough money left to 
buy the equities. I think the credit has been a 
help, but I have been disappointed that it has not 
resulted is broader ownership of Canadian equities 
by Canadians. That is why I would like to see it 
increased. I think there might be some scope for 
it to operate a little more broadly. But some people 
have said it has not made any difference; it has not 
encouraged buying. 

I think the Tax Foundation touched on that 
matter some years ago. They did not make a statistical 
study of that sort of thing, but they offered the 
impression that it had not done very much to increase 


Canadian ownership of equities. 
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Well, foreigners have not the advantage. They have 
Geseatiteaartréhalanechti bet wat) tlayoati1acacen 
to keep on buying. Although, I again keep coming 
back to the fact that a large volume of this buying 
on the market is by corporations and regular tay cstwent 
trusts in the United States which pay no tax; the 
corporations that are tailor-made for U.S. capital 
gains. | 

There are a lot of those who buy securities 
in Canada and hold them; they do not distribute them 
and just let the funds accumulate -- build up, and 
then years after they can sell out and take a capital 
gain for the whole of the earnings in Canada. I do not 
know whether those are going to be hit or not, but 
the United States is trying to kill that sort of thing. 
It has been threatening to do this for a long time 
but wagent hast They have recently tried to do that. 
That could make quite a difference in the ordinary 
volume of equities that are purchased by non-residents 
on the Canadian market. There has been quite a move 
very recently in this direction. 

COMMISSIONER LEMAN:; In that same discussion 
of the tax credit on dividends, Dr. Eaton, would you 
refer briefly to a detail in your paragraph 74? You 
claim there that with the tax credit we have ana the 
result of Boney Pk the so-called doublt taxation 
on Ene quarters of total taxation in Soe This 
is three-quarters in numbers. This was when the 
reduction of tax on small corporations was on profits 


up to $10,000, and the dividend credit only 10 per cent 
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etc., then you say: 

"Today the credit is 20 per cent and the 

low rate of 21 per cent applies to profits 

up to $35,000." 

COMMISSIONER LEMAN: Would you give us a 
guess as to the result in numbers now affected 
favourably. Did it change the proportions? 

DR, EATON: It would change that Rone 
It would change it quite a bit. I would guess it is up 
closer to 85 per cent in the numbers of corporations. 
Perhaps that is an exaggeration. Perhaps it would not 

be more than 80 per cent. I would say in the range 
of 80 to 85 in the percentage of the number of 
corporations. | 

COMMLSSIONER LEMAN: Well, through this 
discussion on this point of the tax structure, I do 
not know whether you come out very clearly as to whether 
you feel that the removal of double taxation as such 
is a worthy objective just for its own sake. 

DR. EATON: No, I do not. My main thesis 
is that there is not any. That is, corporate tax, 
the tax paid by corporations is passed down to the 
consumer, therefore, they bear the incidence of 
corporate taxes. Then that has left the corporations, 
with this half; distributing the other half of the 
incidence on, with a quarter, if you like, that is pass 
out on the individual as a single tax. There is 


not any other tax which has been paid in fact and not 
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recouped on these earnings. So that I think 

my thesis is that there is not any double taxation, 
and any argument for tax credit based on a double 

tax credit situation just is not there. There is not 
any. 

I think it is a good policy decision to 
give tax credits, and I would boost it from what it 
is at the present, if I were king. 

COMMISSIONER LEMAN: So it ends up being 
an indirect device to reduce the incidence of personal 
inoome tax? 

DR. EATON: That is right, that is right. 
It is just a straight incentive to Canadians to get - 
cracking in their own industries. It is simply that 
and nothing else. 

COMMISSIONER LEMAN: Well, now, if I might 
turn briefly to another section of your memorandum 
which deals with the interest that is a deduction in 
computing corporate profits. 

DR. EATON: Yes. 

COMMISSIONER LEMAN: I do not want to argue 
with you at all about the difficulties we would be in 
in trying to change that now, because it would really 
be a mammoth job to try to re-arrange everything SO 
that you do not end up with a mess, but on the point 
itself lets forget about the difficulties. 

DR. EATON: Yes. 

COMMISSIONER LEMANs Can you describe for us 
nowsteu think the corporation, when it contemplates 


a new investment in plant or machinery will make a 
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calculation regarding the expected yield to come 
from this new investment? 

DR. EATON: Well, I am certainly not as 
sophisticated as. I should be in this field and I think 
I would confine myseif to a few general statements 
here. 

Generally there is incentive if the yield 
on capital, no matter what kind it is, is above the 
borrowing rate; the rate at which that corporation 
can issue bonds and borrow money. There is an 
incentive for the corporation quite apart from the 
tax factor to finance by bonds rather than stock. 

That is, if there is a margin and they can get some 
leverage on borrowing and forced savings; that 
incentive exists there already and would ee, for 
bond financing quite apart from the tax factor. That 
is about as far as I can go on that. I do not know 
what is in the minds of people who in practice, such 
as yourself, sir, are up against difficulties in 
arranging these things. You have kind of got me in 
a spot here. I do not know enough about it. 
COMMISSIONER LEMAN;: Well, what I am 
trying to get at is en If the fact that interest is 
deductible is not in all cases a determining factor, 
which is your point, would you concede that maybe 
in a large proportion of cases it adds to the possibili 
of leverage? 

DR. EATON: Yes, I think I would have to agre 

with that. I think I would. Certainly, where they 


are getting up to a dangerous position of undesirable 
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equity debt ratio they would push further in the direction 
of debt financing because of the interest deduction. 

I do not think anybody can deny that. I think that 

I am admitting today here that this is an aspect 

of a presumption of advantage in equity financing 
generally quite apart from the tax factor, but that 
the tax factor, as you suggest, sir, would add to it 
and might push companies into a dangerous or vulnerable 
position. I-have never heard anybody argue as to 

why they would like to do this. I have had this 

thing thrown at me time and again but I have never 
heard any positive argument really for it apart from 
this slight danger of inequity debt ratio which, from 
my point of view, is up to the people themselves to 
watch and look after. It is not a thing for the 
government to come to their rescue for by putting in 

a quite unnatural set of tax laws to protect them from 
going too heavily into a debt ratio position. Apart 
from that I have never seen any advantage in it and 

I do not think it is that important. Certainly it 
would be troublesome to try to do it. 

COMMISSIONER LEMAN: Perhaps it is an 

over-simplification, but others have expressed this 

as a problem in the reverse way, and said that 

a corporation will feel that it has to earn 

$2 from an investment in order to pay $1 in dividends 
which are after tax earnings, against having to earn 
only $1 to service an equivalent debt financing of 

some idly debiascitins is that true? 


DR. EATON: I suppose it is, I suppose it is. 
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COMMISSIONER LEMAN: Well, are there any 
offsetting factors that might creep into the | 
‘ealoulatioGeN For instance, corporations in general 
-are.not putt like governments, and I think most 
of them figure that the debt has to be repaid over 
a period of time, and the fact that you do not expect 
to have to return the capital from equity financing, 
at least not over a fixed périod of time would have 
something to do with it? 

DR. EATON: Yes. 

COMMISSIONER LEMAN: The abies you naan 
to earn to cover debt has to both yield interest and 
return of capital? 

DR. EATON: That is right. 

COMMISSIONER LEMAN: Is that an offsetting 
factor? 

DR. EATON: Yes. 2 was not just smart enough 
toupick thOl,uplT0wnasYes.true. «I thank 4¢ 19 very 
true, and you may have to make repayment on a goneurren 
basis on some of it. 

COMMISSIONER LEMAN: And generally a 
corporation in making an investment in say a plant or 
machinery will make the calculation on a period of 
time because they feel they cannot look forward too far 


DR. EATON: Yes, that is true. 


COMMISSIONER LEMAN: They look at their. market 
say for 10, 15 or 20 years ahead? 

DR. EATON: Yes. I felt a little at sea 
on that question and I did not deal with it very 


adequately. 
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COMMISSIONER LEMAN: Well, that is all I 
have on that section, Mr. Chairman. 

COMMISSIONER HARROLD: I believe the next 
section,Mr. Chairman, is taxation of capital gains. 
There might be a question or two there. You have 
taken a cow esessan ie number of sections here to deal 
with baa pros and cons of the argument for and against 
capital gains.) 2 think you covered it very well, 
as a matter of fact, but you do arrive at the conclusion: 
in which you say that the main case against capital 
gains tax is its complexity and the problem of trying 
to sali ests I believe. 

DR. EATON: That is right. 

COMMISSIONER HARROLD: You do have atpage 
48, however, an estimate of the revenue that it would 
produce, which is between $80 million and $100 million 
per year. 

DR. EATON: Yes. 

COMMISSIONER HARROLD: How did you arrive 
at that particular figure? 

DR. EATON: I depended on somebody else for 
that, sir. I think the Tax Foundation has published 
@ guess, That is about all any of us can do. So 
much will depend upon the content of the law as to 
what they allow by way of offsets or of losses and 
so on, and very naturally that figure will vary in 
pe iods of years, where there is large capital gains 
being made sometimes and not very much in. other. itimes. 
L think if you had a full offset for losses there would 


be years in which the yield on your straight income 
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tax would drop. If you were allowed the offset it 
would be less than it otherwise would be, so that 

in certain years you would have a net loss because 

of capital gains tax rather than a net gain from it. 
This figure was pulled out of the air by somebody. 

I had a guess at it myself and came to about that, and 
I have seen this confirmed in one or two other forms 
of guessing at it. 

COMMISSIONER HARROLD: My final question 
then is, I am not too sure from your conclusion here 
whether you feel that there would be very much of an 
effect on capital flows whether there was a capital 
gains tax or whether there was not, and I refer you to 
your last sentence at page 56 in which you say: 

"A capital gains tax would similarly cut 

into the supply of capital available for 

re-investment." 

However, going back to page 49 in paragraphs 123and 
124 you say that the effects on the business community 
of taxing capital gins are quite moderate to say 

the least. 

DR. EATON: I think all I came out with is 
that it would tax away something in the order of $80 
million or $100 million a year which is not very much, 
I admit, just the same as I have admitted that high 
personal income tax rates do not take away more than 
say a couple of hundred million if you take it away 
completely and put it down to a flat rate. I agree 
aac am straining a little bit here in coer Lt 


would cut into capital, but a little bit is just a 
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aS ele OY afver ait, Tiink I agree that it is 
not too significant. 

COMMISSIONER HARROLD: It all depends on 
your view of what a little bit is? 

DR. EATON: Yes. 

COMMISSIONER HARROLD: As some say, what 
is a million? 

DR. EATON: In looking at this going on 


year after year, taking this couple of one hundred 


millions, in five years you get a billion and that is qu 
a lot of Canadian ownership, if that is where it went. 

COMMISSIONER HARROLD: That is about all I 
have on capital gains unless somebody else has a questio 

THE CHAIRMAN: Then we will move to tax 
incentives at page 56. I gather the general proposition 
is that you are not too enthusiastic about tax incentive 

DR. EATON: That is correct, sir. 

THE CHAIRMAN: I notice in the first place 
that you refer to certain periods when conditions were 
such that in effect tax incentives were more or less 
offset or nullified, so that I suppose in those periods 
the test might not have been a real test as to the 
value of these particular incentives? 

DR. EATON: That is erate 

THE CHAIRMAN: Can you refer to any incident 
in your knowledge of tax incentives of that kind that 
were applied at an appropriate time when they could be 
tested as to their efficacy? 

DR. EATON: No, I do not recall any cases 


of where you could have measured the effects. It is 
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so difficult to actually measure them. This is the 
awkward part of this. 

Let me go back to one general tax incentive 
that we have in our legislation which is for natural 
resources industries. They have a more favourable 
tax treatment than any other section of the econony, 
wna the mining and oil people will all assert that 
that lessened burden on them has been a definite 
encouragement to resources and capital and so on going 
into the natural resources. industries. That is a 
very broad example, but all you get by way of proof 
or verification is somebody's sayso. They like it, 
they think it is good and that it is a help. 

As regards the war-time, had there been a 
Sok eiai eu rather than a boom I think you would have 
had to admit, as I would admit, that it would have been 
quite a help to have a volume of funds being poured 
out in cash for people to spend. I think mainly I 
am saying that we just have been lucky in what we have 

done, not eatag able to see in the future and not 
guessing right as to when it is appropriate. The 

same happened with forced savings; the same thing 
happened with double depreciation and the same thing 
happened in the Korean show where we took away the 
depreciation fromithose who went on spending, and 
suddenly it was not important any more and they stopped 
it. Whether it would-have.been good and had some 

effect had the period of tightness when they wanted 

to cut down on that carried on a little longer, I don't 


know. It might have helped some. I expect it would. 
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Partly my conclusions are that you cannot 
make these things work fast enough. You cannot 
guess right as to what is going to happen. 

Then I come back after all of that and 
say that if you are operating from corporate tax 
it does not make much difference anyway by way of a 
margin of help. 

THE CHAIRMAN: You do come to a point in 
your paper, section 141, where you say: 

"In 1962, provisions for tax abatement 

on profits from increased sales and the 

incentive for research expenditure may have 

some real substance.” 

DR... EATON: ..Yes, .sir. 

THE CHAIRMAN: That is one item that you 
feel is of some importance and might be of some use. 
On the other hand you point out some difficulties 
in applying that, almost to the extent that nullifies 


its usefulness, is that a fair statement? 
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DR. EATON: I think it is; -I think it is, sir 
Of course, I haven't seit the light ees just how 
they will work this, but I do know from conversations 
all around the lot that the lawyers, accountants and 
the tax people themselves in both departments 
are worrying about this. 

I think that it might help some of those 
in the export trade, but I can't see that it will help 
a great deal domestically this incentive for increased 
sales, 

We are just trying to best each other, and 
you may have one company putting a push on and getting . 
ahead of the others, and he will get a bit of tax 
abatement, and the others will lose business. I think. 
it is a smart move, if it can be made to work, to help 
the export trades; whereas you cannot give direct 
incentives, you are not supposed to, but some countries 
do it against the GATT regulations. It does, I suppose, 
stop that and it makes fair sense on paper, but really . 
I am rather fearful about it being able to work, or 
that business men will throw up their hands, and say; 
"For God's sake, this is impossible," I don't know. 

The research incentive is all right, but 
it is not a short-run thing at alls; “it will take some 
years for this to gradually build up to more research 
expenditure in Ganada, and I think that that is all to 
the good, and I think that that can be handled. 

In that field you may get 40 or 50 companies 
a year applying for the benefits of that piece of 


legislation. You can handle 40 or 50 companies; you 
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can practically assign an amount to each company and 
get by and bis this complex legislation, but for 

industry as a whole, taking in the increased aaa 

good heavens, you have an awful lot of taxpayers to 

handle, and that will be difficult. 

COMMISSIONER LEMAN: Is there some danger 
related to this incentive on the increased sales part? 
Presumably this would work out when you have excess 
capacity and want to fill up. 

DR. EATON: Yes. 

COMMISSIONER LEMAN: Now, at Some point your 
businessman, who has taken advantage of this incentive, 
does approach a full-out position? 

DR. EATON: anu 


COMMISSIONER LEMAN: For this particular comar 


but not necessarily in the industry? 

DR. EATON: No. 

COMMISSIONER LEMAN: And then he has to have 
the wisdom to make sure that it would still be wise to 
invest a little more and have more facilities to keep 
on increasing sales, and then eye the incentive 
disappears and he has made a bad investment? 

DR. EATON: Yes. 

COMMISSIONER LEMAN: Because presumably this 
would help him fill out by enabling him, on marginal 
Sales, to go for a Slightly lower margin of profit? 

DR, EATON: That is right. 

COMMISSIONER LEMAN:; But it couldn't guide 
him in future decisions to invest more for the same 


kind of sales, could it? 
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DR. EATON: I wouldn't think so, and I will 
not know what the rest of the industry are doing either. 
You put your finger on se important point there of 
the full-out and of what you have got in excess capacity. 
If you take a cut you can get ahead of the others in 
the market, and as for the total net effect of that, 
sextaahay domestically I don't know that you are much 
ahead, for the economy as a whole, through having had 
this. 

I don't know whether I should comment on 

this, but there has been such a flood of requests 
for incentives by industry. It is terrific; they 
have felt that they had to do something here even 
if they are here trying to give it too much. It 
wouldn't surprise me . } 


COMMISSIONER GIBSON: You are not suggesting 


- they are just trying this to prove that it doesn't work? 


DR. EATON: No, no, I wouldn't say that, 
but I certainly would say if I were in the department, 
"Go ahead, it W122 not work anyway!" It is sort of 
a defeatist position on that. 

THE CHAIRMAN: You do mention an incentive 
which you refer to as the British form of investment 
allowances, which you feel is the best so far conceived 
and it has the advantage of relative simplicity. They 
simply allow an additional write-off for expenditure 
on depreciable assets, and that is some percentage 
more than was spent. 

DR. EATON: Yes. 


THE CHAIRMAN: But you go on to say that it 
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offers little financial benefit to the credit-worthy. 
Would you elaborate on that a bit? 
DR. EATON: I think, sir, perhaps I didn't 
make it too clear, but I think what I meant to say 
was this; for a speedy write-off, just the advancing 
of the time of write-off, that that is of no very great 
financial importance to the credit-worthy, but where 
you have 150 per cent write-off for an expenditure 
of 100, that is a real financial advantage. 
THE CHAIRMAN: To Aah awa 
DR. EATON: Yes, to anybody, regardless of 
the position. 
COMMISSIONER LEMAN: It is permanent instead 
of temporary? 
DR. EATON: » Yes. 
COMMISSIONER LEMAN: A permanent financial 
advantage? 
DR. EATON: That is right, and it is pretty 
sli¢k. You can be selective if you have courage 
enough to be selective for industries or courage 
enough to be selective on areas and districts. It 
is’a quite flexible sort of thing and it is very slick. 
As a matter of fact, they are using the 
same principles here on research expenditure. They 
have adopted, in effect, the principle of that device 
 Waen) from my point of view, is easy and simple. [I 
mean, the whole mechanism is set out there; you have 
depreciable assets and it is just a matter of writing 
in the capital cost and moving it. up and the thing 


is in motion. 
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COMMISSIONE LEMAN: But even the most 
deieeat Aen thy ave WU pay something for the credit 
they get? | , 

DR. EATON: Oh yes! 

CQMMISSIONE LEMAN: This form of credit, 
this temporary credit, is free, isn't it? 

DR. EATON; Sure, They like it and x dere 
plame them a bit, but 1t catches up with them all, 
that is the unfortunate part of it; it comes a year 
later and they have all had it and feel pretty badly. 

COMMISSIONER BROWN: How about the Swedish 
system: of investment reserves? 

DR, EATON: I don't know enough about that, 
put I think that these reserves, when put in, may only 
be used at the direction of or at the discretion of 
the authorities, That is to say, if you put them in 
you can't just sey, "Well, I will now go ahead and 
use all reserves," I think they are held until you 
have POrMinehor ve ae them, WHieh don't quate te tet 

COMMISSIONER BROWN: That ie right, but it 
does anawer the other part about at) alilewing invéest- 
ment in a contra-cyeiioal manner $0 encourage it at 
times and in specific areas, What 18 your thinking 
on this? | | 

DR, EATON: Z don't Know) I think you might 
find a time when the government is saying, "O,.K., you 
go ahead now", and industry might not be go inelined, 
The decision as to when is taken out of their hands, 
which I think is bed, | 

The Swedish have done a lot of amaging thing 
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in the tax field, They had one very good idea at one 
time, and I think they have withdrawn it, where they 
left it completely to industry to take depreciation 
as and when they liked; I think they pulled away from 
that and this may be a modification of it, trying 

to put control-on: 

It was on the books at one time that there 
be proposed control on municipal and provincial capital 
expenditure through, not a eee) but a subsidy by 
the federal government for a part of that expenditure 
if you will put. the timing upstairs which the federal 
government culd.do, but it never came off, it was 
too complex and wouldn't work, and couldn't work very 
eel but I don't know too much about this, and I don't 
think a lot will come back to this question of the 
incentive, and assuming that there is a real advantage t 
Swedish producers, competitors here, I don't know how 
important that is, that fact that eae take 
profits up there and re-invest them in capital. 

How far that puts them in a favourable competitive position, 
vis-a-vis what they are selling to reer ie I am not 

sure. I shave heard it quoted and business men say 

that the Swedish Sheena ex it all up for you and you 

can't expect us to compete with that. I don't know 

how much competitive Reventrcs that gives to them 

in. selling. | 

COMMISSIONER LEMAN: It is a counter- 
eyclical measure? 

DR. EATON: eth is essentially that. 


COMMISSIONER LEMAN: But the businessman is 
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allowed to use the investment reserve whenever he 
wants to without permission if he is wiblhingsrte give 
up the tax advantage? 

DR. EATON: Oh sure, sure; he can baat 
back in and pay tax on it and use it. 

THE CHAIRMAN: We will adjourn now Aes a 


few moments. 
--- Recess. 


THE CHAIRMAN: We will now resume. There 
is just one other question which I have on this point, 
Dr. Eaton. At paragraph 150 you say: 

",.. the question always arises whether 

it maead not have been better for the 

economy as a whole if the time and 

money spent on gimmicks would not 

have been better applied to a great 


reduction for industry generally." 


Your view is that as a general rae it would. [I 
would like to ask you what you would contemplate would 
be the effects of a general areehicka ee rate neneatien) 
from this point of view; if industry as a whole had 
that much more money to spend, where would it really 
&0? Perhaps this would be a guess, but to what 
extent would it stimulate investment? 

DR. BATON: Well, you can get the measure 
of this by the government 's estimates, but I have 
forgotten what the estimate of the cast of the research 


ray 


expenditure incentive is; the cost of these new 


od ainrecedil esvrTs84ey toms eevat edt mas 3a ‘pedérre. 


evig of. “abate 5. Be at ed tt er Swortt tw 09 atnew 
be togednavhevaestendtes 
ox aves tes oa je7te ,eTtye dO ike | 
sol eag babONE RoVeT yeG! Bae HORE 
8 wa wor riuwotbhba [ftw oW :WAMAIAHD Sar 
|  ataemom wet 
.exeoo --~ 
sxen?  .emvesr won [itw eW :WAMAIAHD ENT 
.titeg eidd no eved I dofdw aottaeup vente eno seut at 
[Yaa uoy CAL -dqsigereq SA .motawe lea 
Teton peeves ayswis noldesup eft..." | 
edy tot tetded ased sved sor ets ot 
bas emis ed¢ tL efodw B ase iach bas | 
von blwow etotmuts noe saege yenom 
dsetg sot beallqgqe vested need ot ar 


" vllerensg yurdeubak tot aotdsuber 


i .bLs0W ok Reine*s Ls tere, a as ted? at wety 1sOL 
BS Iinow st alqmesnoo Py i ay tenw OY was og goers blow 
a0 89 uber ety _ emoLdouber tersaey B ‘to atootte ond od 
ber sloriw 8 8S virgeubat if iwetv to eared, elds mot 
vitser, tL bisow oteddw reres ot ‘Yerton ron chose hepa 
Jedw ot dud geneny 8 od Sivow elds agedzed fog 
ttaamdaovat odeLumtse tL biwow peaves 

Sstuasem sdt ten meo NOY Liew :WOTAE fia | 
eved I tud ‘asdandaun i dnl a ve ald? e@ 
doxseaet edd to FEoo ond ‘to tants ae ont $ sain wesiegart 


went cao to TROo ods iat ovivesont snuidtbaegxs: 


Ay fakes 


Nethercut & Young =f 6396 > 


Toronto, Ontario 


products and new industries in depressed areas, but 
they will give you a figure of perhaps all of these 
together. Let us say, for example, that they might 
add up to $100 million or $150 million; this would 

be equivalent to a few percentage points drop in the 
corporate rate which would improve a bit the competitive 
position for selling abroad and generally leave them 
a little more money -- perhaps I had better go easy 
on this thought -- ser mlaht leave them a little more 
money unless at the same time they passed this back 
to the consumers. I don't know which they will do. 
Very often.they,are.able.to. retain the fractional 
amounts if it is not large enough to cause a passing 
on to the consumers; they might retain it, in which 
ease they have a little more capital to spend for re- 
investment. 

It vis hard to say, sir, where this would fal 
out in the thing, but generally after having said that 
I have heard about the corporate tax being passed on, 

I would still like to see the corporate tax lowered. 
ft think that would be generally good in quite a number 

of not intangible ways, but in diverse small ways 

it would help. 

I think my conclusion is here that if you 
say, "Here is $100 million, you will give this for 
incentives," I think generally you would be just about as 
far ahead if you took that and made a small rate 
reduction and make everybody happy instead of paying 
90 per cent of the people to do things they would 


have done in any case. That. is usually what happens; 
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you pass it around and it helps a little bit. 

THE CHAIRMAN: But I take it the reduction 
wouldn't me passea on? | 

DR. EATON: It might not be passed on. 

COMMISSIONER BROWN: But if you general 
thesis is correct, neal people have lived with this 
for a year or so, that it would all be passed on and 
anticipated? 

DR. EATON: I think so. 

COMMISSIONER BROWN: So, is it possible better 
that business knows what it will be faced with not 
only this year but next year? 

DR. EATON: Yes, but let us due get ourselves 
in the position of arguing that if you abolish the whole 
of the corporate tax it wouldn't help anybody; it would 
all be passed on. No, generally I am downgrading the 
bad effects of a corporate tax. Generally I think you 
do get pretty much in the position of an indirect 
tax. I have heard Ministers of Finance in the House 
of. Commons, in fact, declare that; that this is about 
the equivalent of a sales tax on products sole by- 
corporations subject to corporate tax, and generally 
im Yyou abolish it that is what you would come out With; 
a gradual reduction of prices, prices lower than they | 
otherwise would be or more services at the same price. 

COMMISSIONER LEMAN: Was that the Minister's 
own theory? 

DR. EATON: He said it on his own! Well, 
twill ada to that a little pit, if you like. I don't 


think, some years ago when this was said, that there 
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was quite the feeling of certainty that most of the 

tax was, in fact, passed on. TI think this is the belief| -- 
certainly in my own case and in quite a number of others| -- 
and it has grown on us gradually. Ten years ago you 
couldn't get an economist to argue this; youwouldn't 

get anywhere near a unanimous view, and they are by 

no means unandmons on it now. 

COMMISSIONER BROWN: How about the three 
year exemption for new nM 

DR. EATON: Oh, it ag a special privilege; 

it is a special tax concession. I don't know how 
important it is. A lot of the mining people will 
say, "Oh, well, there is nerone in this anyway". 
The first two or three years they are not making | 
much or are not getting going; they are not really 
geared up in too efficient fashion within a year or 
two and they are just getting something that is not 
worth very much in the first few years. 

I don't think that is entirely a good assess- 
ment of it, because in practice through regulations ther 
is a highly artificial definition of what constitutes 
profit in the first three years: That is, they may, 
Caden the ordinary rules, delay taking capital cost 
allowance at all in this period. That may be passed 
on...L think that I am right in this; they may delay 
a write-off for pre-production expenses in this three- - 
year period. 

Now, this in ordinary accounting, strict 
accounting procedures, this would all be chargeable 


vin this. But, in fact, they are delayed, so you get 
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for this three year period a quite artificial definition 
of profits; you get a much higher profit figure than 
ordinary accounting would result in and that has come 
about through various ways, but that is the way things 
are and it is much more an Sarsarite, in fact, than 
ordinary service indications would suggest. 

| COMMISSIONER BROWN: Would you agree that 
this is an incentive? | 

DR. EATON: Oh yes, very much so, and I think 

Cees it helps. 

COMMISSIONER GIBSON: Don't you think that 
there are certain times when a special incentive or 
disincentive may be useful from the standpoint of 
the economy, thinking of the circumstances of the 
time and the desire to move things one way or the other? 
I am thinking, as an example, of the step that was taken 
during the Korean war not to allow people to charge 
depreciation on new projects in-non-essential industries, 
and it seems that that warkeapeuate well, because 
it not only tock the pressure oft a bit at the time, 
but it also carried quite a few things over for a 
couple of years later, You seem to put very little 
weight on these things, and I am wondering if there 
are not any in your mind which you think have been 
pretty useful? 

DR. EATON: Well, it may have incurred pone 
capital expenditure, but I do come back to the fact 
that the actual financial penalty of postponing for 
a year or two isn't very great. You see, it is 


just the interest on your tax money, that is all it is, 


| motdintted Istotttdas edtup s botreq ree esadd atdeeror [1 a 
asdt.s1xggit thiorg redyid-doums Jeg woy iettterg to 
emos esd tedt bas mt tivaes Hivew gaitavooos yisatbro 


—-«egatdd yew edd af dedt dud) .aysw evotysv dguors tuods 


g 
é 
Ab 
nett .dost at yegetasvbs TS e10m doum et dr bers os fe Ny 
.desyggue biuew anoidsotbnh eotvree vrentbro 2 
tedt sexgs woy blyoW ;“WORA SEMOTR2TMMOD §— © seen iy 
} UO EMOREE ere el etds lg 
heck? I Sas ,08 dowm yiev ,asy a0 “SMOTAM [FG oI Oek> THEY e 
e@gled tk tedt a 
ted? ontdt woy mod :WOeATO AgMOTeeIMMOD ! 8 8! 9! tay 
10 svitmeont {stosqe s nedw aemit atstreo ets Ssredt [gr 
to dateqbasta edd mor? iutesey od vem svicneontetb el 
eit To ssonstemuorto edd to xinthatis .UMonooe sat BM 
| Sxrecito eat sro Ysw smo agatds svom ot extasb edd brie emrt ‘en 
nest esw dedd gete edd to .elqmsxe ne as .gatvntde mer lat 
| esgusdo oc slgosq wolis et ton new meesro siz gobanb ky 
.Golutaubat isivasnas~noa-st avostorg wen mo motdstosrqeb 
, sausood , flow a nes tedd Sedd amese gt brs 
» oatd old ge did s Tio es weasrq sid sood ylno son tL 
& 102 198vo egnidd wel 6 stip betxres oels Sk dud 
eslvsjif yrev tuq o¢ meee voY  jxeter 27s8ey to efquoo 
eyed? tL antrebaow ms Ll bose .egatdd seedt no tdytow 
need ev sti Maidt voy dotdw bata asoy at yas Jou es 
finteauy yiisig 
oun benibhe eved yom di .ffI6W “WOTAR LAG 
Jost edd ot Wosd omoo ob I sud ems lbasaxe tediqee 
10% gainogseog to yiiensq [etonsntt Letdes ond tend 


ef ti .908 NOY .tesry yIev t'nel ows 10. Ts8Y 8 


.@f gi ffs et sedd yysnom xed IOY Go saerstat edd-test | 
‘ i Pate 2 ey p 


; 


Nethercut & Young - “6460 “- 


Terente, Ontario 


and short term money at that. It can't 43 otherwise, 
You can't take it this year, if you go ahead you can't 
take the rate off this year and your tax bill that 
year will be slightly higher than it otherwise was, 
but you can take sa at and get it back. All you 

are out is the interest on a piece of tax money from 
here to here, and if you have funds available the 


leverage on that type of thing is not very great. 
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COMMISSIONER GIBSON: You don't think it 
makes too much difference in the timing of expenditures? 

DR, EATON: I don't believe it. does. I don' 
know; I haven't enough evidence of that, but I would be 
surprised if that so-called penalty deterred or 
delayed very much capital investments. It all sounds 
like the right thing to do, and I think there would 
be more businessmen who would delay capital expenditure 
just on a question of principle rather than the money 
they could save or the penalty they would run into 
if they did -- once it was government policy. It 
amazes me to find so many people in business paying 
very keen attention to what the government declares 
is the right thing to do. I am pleased yover that; 
I see a lot of it, and I think the by-product in 
that direction would be greater than the actual 
result from hard-headed doing what you like and taking 
what you like. 

COMMISSIONER GIBSON: Perhaps, Mr. Chairman, 
L *courtd ed on and ask a couple of questions about 
Dr’. Eaton's views on fiscal policy. 

I must admit I was a little depressed when 
I read this section of your brief, because we have 
heard quite a few experts say that monetary policy 
has grave limitations and that we should not rely too 
much on it, and you went on in somewhat stronger 
language to tell us the same thing about fiscal policy, 
that it really is not very much good. 

| I do not need to quote your own statements 


here, but you do imply that deficits frequently are not 
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much help in stimulating the economy, and: you say 

that maybe the surpluses that we had in the period 

after the war may have been helpful, but you don't 

give them very much credit. You Suggest that this polic 
broke down ultimately. I would like to say that it 

does seem to me we did have surpluses for a long time 

in an inflationary period which seemed to have some 
helpful effect in preventing things getting out of hand: 
would ta disagree with this? 

DR. EATON: I think what I constantly come 
back to is that I look at the size of these surpluses 
and then I compare these few dollars of Surpluses -- 

a few hundred million; make it five hundred million 

or six hundred million -- and I compare those with 

the total volume of retail Sales and the total volume 
in capital seubenrsete and these enormous totals for 
Gross National Product, and then I say that it is 
pretty small stuff after all. You say it did help: 
maybe it did a little bit, but for heaven's sake let 

us not say that little piece is going to have a terrific 
effect on the total economy. I think this bothers me 
as much as anything else in the so-called fiscal 
measures; that is, the small size of the instruments 
you have to operate with. You are straining too much 
to say this is very significant, It is the right thing 
to do; it is in the right direction; there is 

no doubt about that. 

COMMISSIONER GIBSON: But doesn't it occur 
at the margin? The difference between a surplus and 


deficiency is often just a few per cents in business lifa. 


et tho ore 


i 
, | simain® otro 
qse voy bes .ymonooe sft gatdelumive al qisd dowum 
| potseq sdd at bed ow tsdd eeawlquvs odd odyam tedt 
 . t*tob wey sud _istgied aged svsd yam tsw edt xstte 
atlog etd? gant aera soy wtibere doum yrsv moedt evig 
tk gedd yee oF ovil bivow I Yletsmis ly awob.sxoxd 
emtd gaol s rol seeutquva eved DLb ew am. og mse .890b 
arog even ot bemeeoe detdw botreq yrsmolsslial ae at 
‘based to tuo gni¢tesg agaidt galineverg at gostts. Iutqfed 
feldd ditiw sexrgeselb voy Siuow 
 omgieh Ng ued cme L dedw vant? I. :MOTAd AC . | 
esentquie snedt To este edd ge dooLl. I jed¢ et ot, dosed 
~-- gesauigquve to exrsiiob wet saedd easqmoo I medd bas 
motiifim bexrband evit cL enem yaotilim berbaud wel 6s 
ddiw esodt exreqmoo I bas -- molifim beubayd xia. 10 
| emufov L[etot edd bas gelsa itsie to omulov [estos sdt 
‘sot efatot-anomyose saedd an upieiilaninas Latiqso, at 
at di ted? yee I aed? bas ~tosbord LenotishH aeonrd 
:qfed bib st yse wor Ire sedis tinte [lema ytitexg 
def eee ei amevesd rot sd wid efd¢¢ti s bib tt edysm 
otitaiet 6 sved od antos-at gostg eflscil tedt yes ton ax 
am astedtod atdt aatd? I .ymonooe Istot edt mo sosttes 
feoalt belleo-oe edd ai eels gntddyas as doum as 
asismurtent edt to sste [ismea edt ,at dedd :gemvesem 
sah cot gninteyta exs uoY .ddiw eteiteqe of even soy 
gakdd tigi: sdt eat tL .tmeolttagte yiev ef aldd yee = 
et eredt agaottoeith tdats edd ot at gt ,ob of 
~dedt tuods ddyob on 


ayooo ti t'aasob su@ sMOGSIO ATMOL22IMMOO 


Nethercut & Young = 6403 ad 


Toronto, Ontaric 


and during the war when you were 5 per cent short 
in the demand for cigarettes there were line-ups and 
when you were 3 per cent long there were all anybody 
could want. These things did occur at the margin; 
and therefore it seems legitimte to argue the effect 
is more important than the mere per cent which the 
change represents in the Gross National Product. 

DR. EATON: Well, I don't agree with you 
that these small margins of difference are really 
what you are aiming at. I think you are aiming at 
what you are looking at. Let us take the period of 15 
to 148, up to '49: it is a period in which you are 
trying to reduce the total volume of expenditure so 
that, over-all, you will have made some real impression 
on excess demand. 

COMMISSIONER GIBSON: Right. 

DR. EATON: You can do that a little bit. 
I don't care how thin your margins are, but I do say 
as to total you have not made an awful lot of impression 

COMMISSIONER GIBSON: Suppose the excess 
demand is only a few per cent: if you had something 
that represents only one or two per cent of the 
National Product, that may just knock the steam out 
of that excess, may it not? 

DR. EATON: Some. 

COMMISSIONER BROWN: Isn't there also 
a multiplier effect that has been over-looked? If 
this extra 100 million wasin the economy, wouldn't 


it have had a multiplier effect? 
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DR. EATON: I never. know where to stop 
when you start talking about multipliers. 

COMMISSIONER BROWN: Nobody does, but it 
is at least more than one. 

DR, EATON: If you take a long enough 
period it is one million. I don't know what. period 
you take. Undoubtedly, if you say on one sale take 
away a dollar, and that dollar is passed on again 
and again and again, you will get up to $100 that 
you had effect on by taking away one. 

COMMISSIONER BROWN: » That is the margin 
factor that Mr. Gibson is talking about. My point is 
that it is a little more than margin. 

DR. EATON: There is something in that. 

COMMISSIONER GIBSON: I won't ask you to say 
something that you don't believe. 

DR. EATON: No, I won't. Perhaps I under- 
estimate the impact of these things on the total, 
but my information is to under-value them, or to say 
that they don't amount to: as much as, certainly, most 
people attach to them -- the value or importance which 
most people attach to them. I am just the low 
man on the totem pole on that. 

COMMISSIONER GIBSON: Is that a factor we 
should take into account, that people do take these 
things seriously and this may give some multiplier 
and psychological effect which affects real decisions. 

DR. EATON: Oh, possibly; I guess so -- a 
little. 


COMMISSIONER GIBSON: We were talking with 
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the Central Mortgage people the other day, and one 
of the things that came out in the discussions was that 
the actual record in housing starts did suggest that 
housing had been a bit of a stabilizer. The reason 
I mention it is because a little contradiction of the 
statement you make that housing policy is not a 
stabilizer but tends to be administered as a stimulant 
omly'. One of the things that tended to cause this 
is that the N.H.A. vate is relatively fixed and when 
money becomes in demand there is less N.H.A. money 
around and moriey becomes more plentiful and, 
because the rate has not changed, there is a good deal 
more of it around. This seems to have had some 
anti-cyclical effect in recent years? 

DR. EATON: When I say it is a stimulator, 
I think I am starting from the base that generally 
their offer for mortgage money has a slight subsidy 
factor in it. Generally, I think that is true, both 
in the time of re-payment -- not merely the reate of 
interest -- but the time of re-payment, and so on, 
and that you do get in their lending an element of 
subsidy. I think you are saying this subsidy may be 
Bee or less a holder rate until the market goes 
beyond --= 

COMMISSIONER GIBSON: No, I didn't say it 
was a subsidy. I said they had this fixed rate for 
N.H.A. money a good deal of which is provided by 


private lenders, and the fact that the rate is relativel 
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fixed has tended to make the flow of funds through 
the N.H.A. somewhat anti-cyclical. 
DR. EATON: I certainly would not hold 
myself up as an authority on this; I may be wrong, 
but it certainly is my impression that there is 
through the various things -- the guarantee, the term -- 
an element of subsidy, and that is what I mean by 
being generally a stimulator, that you vary through 
the period more or less depending on howe they hold 
themselves. But on balance I would still believe 
what I said is generally true. 
COMMISSIONER GIBSON: Thank you. 
COMMISSIONER LEMAN: Instead of talking 
about the effectiveness of fiscal policy in the 
absolute, why don't we talk about it a little bit in 
relative terms. You seem to be fairly optimistic 
that monetary policy has effectiveness as against 
fiscal policy. Let us talk about them in relation to 
each other: do you really feel monetary policy, 
which people also tell us operates at the margin only, 
is more effective or less effective than would be fiscal 
measures? 
DR. EATON: I believe more effective; monetary 
policy more effective. The leverage they have got is 
so much greater; they have all kinds of power to 
be tough, and their instruments are so much more 
effective than, in my opinion, the fiscal policy 
instruments are, and can operate much more promptly 
and efficiently. The timing can be pretty sharp, 


whereas the fiscal instruments, by the time you get 
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this house up and get through a major policy, and 
getting it planned to begin with, you may be a year 
out of date before you get it working. Generally 
I think monetary policy is more important in slowing 
hings down. It cannot be very effective in starting 
things up. 

COMMISSIONER GIBSON: On this problem 
of timing and the obvious difficulties of changing 
fiscal policy quickly, what do you think of the idea 
of giving the executive -- the cabinet minister oo 
eertain discretionary Powers to change certain sales 
taxes within certain planned limits? 

DR. EATON: Yes, I think so; " would 
be in favour of that. But, take the next step and. 
ask me where you would do it if you had the power. 
That is the difficult question Lo wales 

COMMISSIONER GIBSON: But this is the 
problem the monetary authorities are faced with. 

DR. EATON: Meaning they cannot move on 
their own? | 

COMMISSIONER GIBSON: Yes, but it is quite 
difficult to know when to move. 

DR. EATON: Oh, yes; you have to be smart and 
all wise, which is quite a strain on anybody. | 

COMMISSIONER GIBSON: You think there is som 
sense in this approach, that there should be some 
discretionary power to change certain types of taxes? 

DR. EATON: Yes, I think the British are 
on sound ground in trying to get that built into 


their system, but I can see only one direction where I" 
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might want to use it, and then I would not be 

very enthusiastic about it, and that is on personal 
income tax. If you had the power, I think this is 

one direction where it could work quickly, and that 

is to give the government authority to cease withholding 
for, say, two months, and then legislate a one-sixth 
reduction tax burden over that year. That is the 

kind of thing you could move in quickly on, and I 

think it would work. It would be "mussy", but I think 
it would work. But, after having done that, I would 
turn around and say that one-sixth of this. total tax 
liability being deducted at the source won't give | 
you a very big fill-up in spite of your multipliers. 

I can't see how they would dare under our system cut 
the sales tax out for a month or reduce excise taxes. 
You would ruin people doing that. You just can't do 
ov". 

COMMISSIONER LEMAN: Dr. Eaton, in paragraph 
184 you seem to make the point that fiscal measures 
as counter-cyclical measure have very unequal effects.. 
If you start varying, for instance, the corporate 
taxes, you would affect different people differently. 
Monetary policy action for some purposes also has 
some unequal effects, doesn't it? 

DR. EATON: Yes, but monetary policy does 
not take money out of your hide and turn it into the 
treasury so that you never get it back. You may be 
Slowed down and not make a certain expenditure, but 
what : am talking abSue here is jumping the corporate 


tax up 10 per cent or something and taking that money 
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away from avbai corporation merely because some of 
them are moving ahead too fast for capital 
expenditure. I think that is very unfair; I don't 
think that kind of use of the corporate tax can be 
‘Justified. | 

COMMISSIONER LEMAN: Well, for some operatio 8, 
if you take away their credit you take away practically 
as much as if you took away their money, don't you? 

DR. EATON: Well, no; you stop them just 
in their tracks. They decide not this year, perhaps 
next year: "We can borrow more cheaply another year." 
But that is frustrating, perhaps, and frustrating their 
plans for what they would otherwise do; but you are 
not taking money out of their corporate treasury 
and turning it in to the government. 

COMMISSIONER GIBSON: If they have assets 
like government bonds, monetary policy may very well 
wh ttle away those assets? 

DR. EATON: But you wait a while and it 
will come back. 

COMMISSIONER BROWN: Maybe it will have the 
delayed effect you are looking for. 

DR. EATON: Yes. 

COMMISSIONER BROWN: You made the comment tha 
if sales taxes were changed suddenly you would 
ruin a lot of people. What if you change the method 
of application of Sales tax now that Cie toe eviide 1H 
governments have set up machinery to put it on at the 
retail level? If they were all on at the petett 


level you could make the changes without the secondary 
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effects you talk about as far as retail and wholesale 
is concerned? 

DR, EATON: That is ner ieee! I would agree 
a with that. It could be an instrument that would 
be practicable to use if you had all retail sales 
taxes, including tobaceo and liquor, at the retail 


level. It is pretty messy. 
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I worked on this some years ago to see if this was 

a sort of practical thing. If you got all the pro- 
vinces with provincial sales taxes and then have 

a collection of the federal rate downstairs, and if 

you had a tight enough enforcement to take care of 

the small outlets all over the country, it would probably 
work, We may come to that one day. 

COMMISSIONER BROWN: This would give you an 
elastic tax structure that could be changed to meet 
short term policies? 

DR. EATON: Yes, you could change the future 
views in the total that was being collected. I do not 
Suppose you would expect the provinces to go along with 
that sort of thing you were doing, but that is in the 
future, 

There again I -still.come back to this 
relatively small amount that would be changing; the 
total purchasing power of these changes down even at 
that level, unless — put in enormous amounts; enormous 
changes that would wipe out the whole thing for a verine 
You could get into fairly substantial sums. I think 
sales tax now is close to a billion, or something of 
that order, which is, quite a lot of money. If you 
wanted to adnate: Wide completely for a whole year or 
in periods when things were slow it might help it, yes. 

COMMISSIONER GIBSON: When you are speaking 
of the provinces, would you be prepared to make any 
comment about the co-ordination of federal-provincial 
spendine and tax policies as they relate to the flow of 


savings in the country? That is something you have not 
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dealt with in your memorandum. I realize it is 

an enormous subject, but if there is something you 
would like to say about it we would be very glad to 
hear it. 

DR, EATON: Oh, I don't know. No, I do 
not think I cin say much about this. 

I will make this one comment, I think the 
main volume of unused tax capacity is with the provinces 
rather than with the federal government, and the thing 
that flows from that generalization is that this 
pouring of federal money down to the provinces is 
bad from the point of view of the tax structure as 
a whole. With our rates as high as they are at the 
federal level; 50 per cent to 52 per cent tax, and 
the high tax on liquor, tobacco and so on, you could 
proaden out your sales tax base, but for the rates 
and rate structure I would think there is brates scope 
for raising tax now much easier with the provinces 
than there is today with the federal government. 

THE CHAIRMAN: Would you specify what you 
mean? That is a new view. 

DR. EATON: I would specify that. I would 
say in the province of Ontario they could have put on 
a higher sales tax rather than expect money to be 
handed down from the federal government. I would 
say the same thing fot every other province. 

THE CHAIRMAN: Money is not handed down from 
the federal government. The federal government instead 
of withdrawing a certain number of points from a certain 


tax field simply continued to: tax in this field. 
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DR. EATON: Yes, sir. 

THE CHAIRMAN: And spread the money among 
the provinces with the purpose of helping some province 
which the federal government thought needed it. If 
the federal government had withdrawn from the cor- 
poration tax field the same number of Em eae period, 
and let the provinees increase theirs, if they wanted 
to, that would have been perfectly satisfactory, but 
the federal government is not giving anything to 
anybody. 

DR. EATON: Well, they have run into a 
deficit clost to $3 billion in the amount handed out 
to the provinces; by that amount or nearly that amount, 
and some day or somehow federal taxes are going up 
enough to recapture that and balance the budget. I 
am saying here if you put that additional burden 
which should go on and has not yet on eicibamechi 
structure, it would be easier downstairs. 

THE CHAIRMAN: The provinces are also runnin 
at a deficit. 

DR. EATON: Well, I think that all I am saying 
sir, is that there is more scope -- 

THE CHAIRMAN: Where do they get the money? 

DR. EATON: That is right. Both sides 
have to patente money. All I am saying is that 
without distortion of the tax system it can be 
easier obtained at the provincial level in all 
provinces. I just mentioned Ontario as an example. 

THE CHAIRMAN: Oh, I am not sensitive. 


COMMISSIONER BROWN: Have you looked at one 
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particular feature which does effect investment, and 
that is the incidence of succession duties in the 
provinces of Ontario aha Quebec applied on security 
holdings of Canadians living in other provinces? 
This comes about when there is not a transfer office 
for corporations in these other provinces, and at 
the grass-roots level this does influence investment 
decisions by individuals. 

DR, EATON: Let me repeat this. You are 
saying that succession duties in Quebec and Ontario; 
they retain their own and collect their ae a that 
they levy a tax on the property passing in the Roars 
of shares when the corporation has a transfer office 
in Ontario and Quebec? | 

| COMMISSIONER BROWN: And not outside. 

DR. EATON: And not ouside, and the people 
in another Canidae will get stuck with inheritance 
tax if they die owning shares in Ontario and Quebec? 

COMMISSIONER BROWN: Against which there is 
an offset granted by estates tax, but in many cases 
ttixisg nds sufficient, and in any event you have legal 
problems and so forth to go through. 

DR, EATON: Yes, it is»a troublesome thing. 
Well, look, that can be cccae care of. That whole 
problem can be taken care of so simply, if the person 
in the other province would set himself up a little 
personal corporation which never Boer 

COMMISSIONER BROWN: That is what they all 
do. That is what they have to do. 


DR. EATON: That is what they should do. 
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COMMISSIONER BROWN: But this is not always 

practical for the small person? 

DR. EATON: Oh, fairly practical. If you 
have got enough money to invest in shares, a few 
hundred dollars wiil fix you up with a personal 
corporation. 

COMMISSIONER BROWN: That is all right, I 
have one. 

DR. EATON: So I would not blow that up into 
a real problem here; investment here in this field. 

COMMISSIONER GIBSON: I have one more genera 
question, Dr. Eaton. You state in your memorandunt 
that it is desirable to have more savings in Canada. 
This is a view that is very widely expressed, and 
it is obvious that it is desirable. You also make 
it clear thatyou satiale it would be desirable to 
have larger Canadian ownership of nuiikabicsiuied ailien 
Now, to sum up, what in the tax .area do you 
think would help this process most? You have 
said in a number of places that personal income 
tax is too high, but you are not sure that is very 
important. You say that corporate tax is too high, 
but -it ds: passed on. If :you es asked, as I am 
asking you, what would you do if you could change 
these things with a view to increasing savings in 
Canada and with a particular view to increasing 
Canadian ownership of Canadian businesses and resources, 
what would you do then? 

DR. EATON: I do not know what I would do. 


COMMISSIONER GIBSON: Where would you put the 
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emphasis, that is what I mean? 

DR. EATON: I do not know. I have mentioned 
tax credits here as a silly little thing. You could 
help with it a little bit. I think mainly this 
will have to come gradually, and I think it will 

‘Sens mainly through corporate acquisitions rather 
than anything you do by way of the individual. That is, 
Canadian corporations with upstairs money acquiring 
Canadian control, but we are in an awful position 
in this country, paralleling the United States with 
their volume and eye for bargains. It is an awful 
Fionen! I do not know what the answer is, I just 
do not. I just know it is not very practical to 
put pretty harsh penalties on foreign ownership. 
You can do it. There is no doubt about it. With your 
tax position you can change withholding rates and 
interest on dividends, and you can create real bargains 
very quickly with your tax structure. But, good 
heavens, if you have not got enough money to take 
that up, what happens? You may get a few hundred 
millions but where you have got something in the order 
of 16 or 18 billions of United States foreign 
ownership in Canada and you start putting taxes on 
and making a real impact on that you won't get buyers. 
It will have to be a slow and even’ process of creat- 
ing bargains which you can do quite easily through 
your ,tax system. -There isan iviatimeomienne pane se: 
a very harsh one and it is very ener the 
effect of that might work out. Just bs soon as the 


United States gets the idea they are putting penalties 
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on that they will pull out and you have a crisis on 
your hands. This is an awful delicate problem. I 
think we are in a position in this country that is 
particularly difficult: that is in retaining ownership 
with a relatively small amount of eapital accumulation 
being alongside a border where there is so much venture- 
some money and individuals looking for bargains and 
good business prospects. I do not know. I have not 
got any other suggestions. I just mention that you 
can Greate bargains quite easily through the tax 
system. 

GOMMISSIONER GIBSON: Well, do you think 
if the personal income tax was graduated to a much 
lower top that you might get the sort of marginal 
effect increasing savings? 

DR. EATON: No, I do not think so. Look, 
we sit here and say, bring the rate down to 40 per 
cent. What have you achieved; $40 odd million. 

Well, shucks, that is not anything in comparison 
with the sort of problem we are looking at here in 
respect of billions and billions. I do not know. 
It worries me, It bothers me but I do not know 
what you are going to do about it. 

COMMISSIONER GIBSON: If you are Boing to 
change it will be a very long and gradual process. 
You will not get billions overnight at all. 

DR. EATON: Just as soon as you start doing 
anything with direct investment you have unemployment 
on your hands. You have this already, but for a 


democratic government to start a policy of that kind 
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under these conditions does not make too good sense. 
You are caught and you do not know what to do. I 
do not know what to do or what I would do. It is 
not very cheerful, but that is the best I can do. 

THE CHAIRMAN: There is just one question 
I want to raise in respect of the section on death 
duties. Apparently you think that the one acute 
problem arises in the case of a family business that 
is worth $1 to $2 million, or thereabouts, but it seems 
to me that you are regarding the business as being 
owned by one proprietor. 

DR. ‘(HAFON: “Pretty: much... I Nore ee that 
assumption, 

THE CHAIRMAN: But isn't that a.family 
business, and if the ownership is distributed among 
the members of the family then the problem becomes 
less acute, does it not? 

DR. EATON: Well “= 

THE CHAIRMAN: Because they do not all die a 
once, unless they are on the same airplane or something 
of that kind. 

DR. EATON: - Yes, I see what you mean. No, 
I must say I had assumed pretty much a one man ownership 

THE CHAIRMAN: Who intends to pass it on after 
his. death? 

DR. EATON: That is right. | 

THE CHAIRMAN: Pass it on to the various 
members of the family? 

DR. EATON: Yes. .He may have been a little 


more foresighted and used the provisions of gift tax 
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for passing out to the Raraiion through gifts or death 
arrangements, so that upon his death they would not 
get the big impact on one ae ie in a lot 
of cases they will pass out debt rather than equity 
voting shares for the main part. 

THE CHAIRMAN: Yes, but it narrows it down 
quite a bit? 

DR; EATON: Yes, it does. 

THE CHAIRMAN: There are always inequities 
of some kind, but this problem can be overcome if 
a man thought it out? 

DR. EATON: That is right. 

THE CHAIRMAN: And set up some cameder teats 
corporate or otherwise, which would ease the position? 

DR, EATON: Yes, that is right. 

THE CHAIRMAN: Outside of that one particula 
type of case you do not think that death duties are 
too troublesome? 

DR. EATON: Not up to a million or so. 

I would simplify this. I would assume that .. 
it is fairly easy. Say a business is of a type 
where you can get mortgage money on assets. That 
might not always be too easy. You may not have the 
type of assets that lend themselves easily to mortgage 
money, but generally I think it is a fairly reasonable 
basis of assumption that this is where you can get 
relief, and it makes it awkward from the point of view 
of legislation to have to bring in the big type of 
estate in order to get relief. It is a pretty impossibl 


sort of relief to ask for in a House of Commons. 
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COMMISSIONER BROWN: But throughout you have 
made the assumptinn that this is being done by some- | 
body who knows what he is doing; he arranges his 
life insurance and dividends, and so on, so that 
they can get the rest out of the undistributed surplus 
by paying the 15 per cent; paying the penalty? 

DR, EATON: “:That is right. 

COMMISSIONER BROWN: But does not the situation 
really arise and the problem you discussed in 
paragraph 199 where you say: 

"Some discussion of this problem popes 

that the tax somehow favours a take-over 


by foreigners. There is nothing in this.” 


DR, EATON: ean 

COMMISSIONER BROWN: I have had accountants 
tell me quite frequently that cp beset corporation 
can afford to pay a higher price for the surplus 
of a company which has not fovtseen this probiem 
and has not put itself in that position, thah can 
a Canadian corporation, and that this is why a lot 
of these companies are sold out to foreigners. 

DR. EATON: Well, I do not know whether 
I would go along with that or not. Well, the purchaser 
who plans to run the business, he can create a tax- 
free surplus through the 15 per cent depending upon 
the part that has accumulated; when it was accumulated 
and dividends went out to take care of the other half. 
A United States company would pay likewise the 15 per 


cent in the winding up of the company and the distribu- 


tion of the surplus. 
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There may be some tax factor there that I have 
overlooked but I do not think generally there is a 
ease for saying it is favourable to the non-resident 
person. I agree the reason they are looking for 
them is because they have more: money and they °can 
get a better price, but I do not see anything in the 
tax situation that generally gives basis for the 
charge that our system here favours the take-over 

by non-residents. Perhaps there is a factor in 
there, as you say. 

COMMISSIONER LEMAN: If we might pass on, 
Dr. Eaton, to your remarks about credit unions, as 
I gather, you say: let us treat them as co-operatives; 
let us not make an exception, and by removing the 
special treatments we are not going to do them any 
harm anyway. That is about your position? 

DR. EATON: That is right. 

COMMISSIONER LEMAN: Would you feel that 
tere is one thing that would have to be paid attention 
to, and this is the fact that they do abs all finance 
| the same way province by province? There are some 
that are much more share financing and others much 
more savings or deposits financing, so baod the 
incidence of the change could be slightly different, 


eouldn't it? 
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DR. EATON: Yes it could, although I don't 
know to say. In Ontario, for example, we think that 
most of them would decide to change the form of paper 
which they give out or let it ride and let their 
members get a tax credit for the taxes paid upstairs 
by their credit union. That would work pretty well 
if they were all in income tax, but there may be 
some members who are not, but they can recoup even 
though the profits are given:out in the form of 
share ownership, but I do ee they would be in trouble |-- 
it seems as if they would in Ontario -- through 
the Fact that the interest on their savings isn't 
a legal obligation; they just decide at the 
end of the year how much interest they will pay on 
deposits, and I don't think that is a legal obligation 
to pay a fixed amount of interest. I don't think 
that would be deductible unless they fixed it up, 
and that could cause trouble. That would be money 
that would go out and never would get a tax credit. 

COMMISSIONER LEMAN: It would have to be 
declared deductible? 

_DR. EATON: That is right, it would have to 
come out by the dividend rule in order to qualify 
for tax credit; it couldn't go out as interest on 
savings -- it could go out, but it wouldn't get a 
tax credit. 

COMMISSIONER LEMAN: One of your argunents 
is that there is no reason why any particular class 
of inetiturrone should be able, under our tax system, 


to build up tax-free reserves? 
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DR. EATON: That is right. 
COMMISSIONER LEMAN: Can you think of 
any others besides these? 

DR. EATON: Yes, the banks have the 
privilege of a deduction from income for reserves.) 
under the supervision of the Minister of Fananvests sis, 
L forgot to mention that; I said no otheras dia 
have this privilege. 

COMMISSIONE LEMAN: No others? | ae 
DR. EATON: I don't know of any others 


that have the right to deduction from income for. 


reserves. 


COMMISSIONER LEMAN: Well, there were 
some mortgage and loan companies that came before us 


and made a recommendation that they be given a little. 


more leeway. | ie 


DR. EATON: That is right. I remember now 
a few cone ago the mortgages of certain ‘ce paneeh 
of companies -- trust and loan companies I think they 
were -- they were allowed to set aside sesh year a 
small amount building up to’-- I have forgotten what 
the percentage is -- 23 per cent of the value ofeaiy! 
mortgages, something like that, as an accumulative 
build-up. I had forgotten about this, bectate right. 
COMMISSIONER LEMAN: In general do you 
think that is a bad principle; would you be against, 
Such reserves for tax purposes? Ge vie: 
| DR. EATON; I think so. I think so en 
the oli eey = and loan. I don't know enna woiuensusie 


is in the argument of the particular vulnerability of 
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banks and credit unions through having money on 
deposit; that I think was the original argument 
for a tax-free reserve, and f think for the banks 
it was so that there would be a reserve through which 
they would not have to show to the public the large 
volume of loans in a particular year that might start; 
perhaps it was something of that sort. That is the 
same basis for arguing for reserves, but generally 
for industry that is not the case. I don't think 
there is basis enough in the credit unions for the 
right to a tax-free reserve because their deposits 
are all notice deposits and I don't think that they 
have any large volume of straight demand deposits as 
the banks have and they are not as vulnerable as the’ 
banks are to panic. 
| COMMISSIONER LEMAN: These things end up 

as a form of incentive again? 

DR. EATON: Oh, incentive is just a gift; 
I don't think they are rons to do things because 
of this tax-free reserve. 
| COMMISSIONER LEMAN: I wasn't thinking of 
credit unions here, but in the case of the mortgage 
and loan companies it might be a form of incentive? 

DR. EATON: They could invest in mortgages 
rather than in other directions. It might be a bit, 
but it is not important; it is not large, not important. 

COMMISSIONER LEMAN: I have a question here 
which is not very relevant to what we have been 
eal seis but since Mr. Gibson had told you that 


he had been a little depressed by some of your views 
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about what can be done about things, there is one 
argument which you may make in paragraph 187 that 
rather depresses me, and that is that you say that: 
it seems practically impossible in a lot of 
circumstances to judge whether we are in a cost-push 
or demand-pull, and if we don't know that we don't 
know very much, do we? 

DR. EATON: No. - 


COMMISSIONER LEMAN: You have answered 


THE CHAIRMAN: This concludes the discussion. 
DR. EATON: Thank you, sir. 
THE CHAIRMAN: We seproorke wees much 
the paper that -you have prepared for us and the 
discussion which has ensued. 
DR, EATON: Thank you very much. 
THE CHAIRMAN: We will adjourn now until 
2 o'clock this afternoon when we shall hear the brief 


of the Canadian Chamber of Commerce. 


--- Luncheon Adjournment. 
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1} --- Upon resuming at 2 P.M. 
2 
SUBMISSION OF 
3 
4 
THE CANADIAN CHAMBER OF COMMERCE 
5 : 
6 
7 
8 | APPEARANCES 
9 
Mr. George Keeping 
10 
Mr. J. G@ Crean 
11 
Mr. W. J. McNally 
12 | 
Mr. H. H.- Edmison 
13 
Mr. J. Strathy 
14 : 
Mr. W. A. S. Case 
15 
Mr. D. Kerlin 
16 : 
Mr. W. J. Sheridan 
17 : 
18 the vows of 
19 
THE CHAIRMAN: We will now come to order 
20 
and we will consider the brief of The Canadian Chamber 
21 
of Commerce, and, Mr. Keeping, you are the prime 
22 i 
| spokesman for the organization and we would appreciate 
23 3 
“>t it if you would introduce your colleagues. 
24 
MR, KEEPING: May I just make a few very 
short remarks first? 
26 . 
. THE CHAIRMAN:- Certainly. 
2 b> 
MR. KEEPING: Mr. Chairman and gentlemen, 
28 
% the executive council of the Canadian Chamber of 
ai Commerce is very grateful for this opportunity to 


express its views to this Commission. 
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You have received copies of the brief in 
advance, and the brief is based upon the democratically 
approved principles and policies of the Canadian 
Chamber of Commerce and is submitted by the executive 
_deunes 5) which is appointed by the National Board 
of Directors, the governing body of the Chamber, to 
carry on the ordinary business of the Chamber during 
the interim between the meetings of the Board. 

The Canadian Chamber of Commerce, as you 
probably know, is a voluntary federation of some 850 
Chambers of Commerce and Boards of Trade throughout 
the country. 75 per cent of that 850 are members of 
Chambers established in communities with populations 
of: ->,000 vor iless. 

The Ad Hoc Committee, which was set up 
by the executive council to prepare this mateneneed) 
has taken into account and has endeavoured to present 
as far as possible the views of the small SuitWesismalt. 

You will note that the brief has been - 
signed by Mr. F. W. Bradshaw, who was the chairman 
of the executive council at the time of the preparation 
of the submission. We have since had an annual meeting, 
and I am now the holder of that position. 

My delegation is composed of Mr. W.A.S. Case, 
who is third from my right, and who is the provincial 
director from New Brunswick. Mri J. G. Crean, a 
past president of the Canadian Chamber of Commerce, 
and chairman of the ad hoc committee charged with 
slociritide tikes the 5 uball dettomn Se on my right. Mr. J.G. 


Strathy, co-chairman of the Public Finance and Taxation 
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1| Committee is next door but one to me on the left. 

2| Mr. H. H. Edmison, a member of the ad hoc committee, 
3 is next door but one to me on the right, and Mr. 

41 Donald Kerlin is also a member of that Weiwittac and 
5| is.om the far left. Also on my extreme right is 

6] Mr. W. Je Sheridan, assistant general manager of the 
7 Canadian Chamber of Commerce, and on my left Mr. 

8| Ww. J. McNally, manager of the Policy Department of 

9 the Canadian Chamber of Commerce. 

10 : Our submission is founded on the Chamber's 
11 declaration on the Freedom of Enterprise which is 

12 attached as an appendix to the submission. In 

13] particular, the executive council believes that the 
14 | economy will be best served by a capital market that 
15 is free, competitive and viable. The submission 

16] expresses a view that the market functions immeasurably 
17 better than any system based on governmental control 
18 of the way the nation's savings are put to iene i! It 
19 believes that the role of government should be one 

20 of encouraging the system to function more smoothly. 
21 At page 3 and following there is summarized 
22 the recommendations that have been made in the 

23 submission. Since. you have had the brief in 

24 advance, I don't feel that you would want me to 

25|| subject you to a reading of it, although I would be 
26 quite glad to do so should you wish it. 
27 THE CHAIRMAN: It is not generally done. 

28 | MR. KEEPING: I am very glad not to have 

29| to ae ng sir, and therefore -- 


_ 30 THE CHAIRMAN: We have all read it. 
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MR. KEEPING: --- with these opening words 
we are in your hands to pose any questions you may 
wish to. I would like to say that I, in my capacity 
as chairman of executive council, do not hold myself 
out in any way as an expert in this field, and I 
would hope that you would permit other members of 
the delegation to take part in it. 

THE CHAIRMAN: Certainly. We will proceed, 
then, with the discussion. 

COMMISSIONER GIBSON: I will ask a few 
general questions. I would like to ask a few questions 
about your views on the capital market. 

You make a number of general statements as 
to the sort of capital market we should have. Mr. 
Keeping, you just read a statement that the executive 
council believes that.the economy will best be served 
by a capital market that is free, competitive and. viable. 


Later you say that the executive council believes 


that the present deficiencies in the capital market 


can be remedied so a make it function even more 
efficiently than it does now. Later om page is you 
refer to gaps in the capital market, and you say: 
ad iebals that when government intervenes in 
the functioning of the financial system, 
it should do so with the objective of 
improving the functioning of that system 
and filling gaps in it that need to be 


filled and are not being filled by the 


private sector." 
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Then at page 13 you go on to say that the government 
shouldn't go too far in this —— that they tend to 
do little more than fill the gaps at times, and that 
private arrangements are the most aési vente. 
I wonder if you would elaborate a little 
on what are the deficiencies in the capital market 
and how you think you can make it work better? 
MR. STRATHY: Mr. Commissioner, I think 
what we have really ended up by saying is that these 
gaps are now being possibly filled to a better 
Wee eas by private enterprise corporations than was 
the case earlier. 
For example, RoyNat Corporation and the 
Canadian Enterprise Development Corporation Limited, 
which has been a development -- the latter one 
particularly -- which perhaps hasn't started operating 
yet, but it is in a development which has acted 
quite reasonably and we feel that these are the _ 
kind of private enterprise-erganizations for which 
there has long been a need and = which should pro- 
vide a very useful function in the capital market. 
In conjunction with that, we are talking 
about the Crown corporations in this area, and, as 
we have said in our brief, we feel that they should 
fill gaps that are not always filled by private 
enterprise, but not to continue operating on a very 
vigorous basis if eM pratvace corporation has come in 
subsequently and appears to be starting to or filling 


these gaps. 
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COMMISSIONER GIBSON: Are you sucess sean 
that a Coverrifent organization should be willing to 
fill a gap on better terms than a private a ee ae would? 

MR. KEEPING: Yes, that is right. 

COMMISSIONER GIBSON: We have heard, for 
example, some suggestions that the Tadustrial 

competing with 
Development Bank is too active / some private businesses. 
What are the criteria for competition between a government 
company and private business? What is reasonable.and 
what is not? | 

MR. KEEPING: Perhaps Mr. Strathy would. 
answer that question. ; 

MR. STRATHY: One aid the government 
institutions have had is that they have been able to 
acquire money for their funds for their development 
programmes at a much lower cost than would be £ 
available to a private corporation which has to go 
into the money market and pay the going rates. - That 
is a good thing if these gaps have to be filled, 
but this kind of corporation in a sense is being 
subsidized if the gap is filled by a private enter- 
prise corporation. 

COMMISSIONER GIBSON: When you are speaking 
of gaps you refer specifically to two companies in 
the area of, particularly, equity-capitalized new: 
industries. You think there is asegap that © © <sistitim. 
needs filling. Are there any other areas that you 
feel are not adequately serviced at the present 
time? 


MR., STRATHY:..; L suppose it is perfectly fair 
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to say that small companies -- and perhaps it is hard 
to define what a small company is -- have difficulties 
in raising capital whereas large companies can go 

to the public through the normal routine investment 
dealers if their credit standing is satisfactory. 

They can also bear the cost of the financing of raising 
capital, and this area has not been so readily open 

to the small company. “ 

I should think that is the area which needs 
to be studied and where there is a need for capital 
corporations like the Industrial Development Bank: or 
within newly-formed organizations, which i am not-sure 
we are entirely familiar with as to how they are going 
to function. Presumably they are going to lend meney 
and also put up equity money. If they do do that it 
seems to me they could apply those talents both. 
to companies that have been in operation for some.. 
considerable time and to new companies. aa 

There would still be lots of companies = 
outside the workings of these private corporations, 
so presumably trere would still be gaps. 

COMMISSIONER GIBSON: But there is no other 
particular one you want to emphasize at this time? 

MR. EDMISON: Perhaps one should add, Mr. 
Commissioner, that there are always going to be gaps 
in a general sense that will develop. For instance, 
one would be in the capital social area, and in other 
types of, shall we say, private enterprise capital. 

I do not think that what has been suggested here .. 


tn. «the social capital area where, as we all know, 
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the Central Mortgage and Housing Corporation has -been 
useful and effective in helping to provide funds in 
that area in co-operation with other bodies such ~ 

as municipalities and provinces. I think what was 
intended to be stressed here is that in the areas 
which are considered to be more in the private sector, 
these gaps can perhaps be more properly filled. 

by private companies. = 

The Chamber welcomes the introduction of 
these new corporate bodies and hopes there will--be 
more. This is without prejudice, of spenpatiie I think 
in expressing a personal opinion of the activities 
of the Industrial Development Bank, which moved into 
a spectalized area in their field. | 

COMMISSIONER GIBSON: Have you any Sithla 
about the supply of capital to business in Canada? 

MR. EDMISON: I would think, Mr. ConmmisSioner, 
one has to look at it at the level of the over-all 
capital investment and the policy to muster the savings 
to meet that investment. For example, in the current 
year the over-el1l estimate of capital formation in 
Canada is 8.7 billion dollars. In all likelihood: 
the savings are not available even in this country 
to meet such a level of capital outlay without calling, 
let us say, on some capital or savings from outside 
the country, which of course has been our piabiien 
for quite a number of years. You have to think in 
terms of investment and savings as to the level-of 
the capital programmes that are envisaged both public 


and private, and the savings that are available to meet 
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them at any given time. 

COMMISSIONER GIBSON: I take it you are not 
content with the present level of savings? 

MR. EDMISON: No, I would not think so.: 

COMMISSIONER GIBSON: I take it the Chamber 
does not have any strong view on the import of capital? 
You say that the import of capital should not be 
discriminated against. 

MR. EDMISON: That is right. 

COMMISSIONER GIBSON: That is the only 
statement I see in the brief on that. 

MR. EDMISON: I think it is a recognition 
of the fact that we have for quite a long time relied 
on foreign savings to finance part of our capital 
programme, and we cannot envisage any change in that 
pattern. 

COMMISSIONER GIBSON: With respect to your 
recommendations, your first recommendation is: | 

"That the role of government be to: 
encourage the private competitive 
~zo0nomic system to function more 
smoothly.” 
Would you elaborate a little bit on ~ 
this? 
| MR, STRATHY: I think we get down to the 
area of government debt creation and the. function of 
the financial cheat ak Is that the area in which 
perhaps your question is nell atede 
COMMISSIONER GIBSON: ves. 


MR. STRATHY: It would seem to me that in 
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this matter of raising capital there has to be the 
closest co-ordination between the money managers -- 
the Bank of Canada and the Department of Finance -- 
and the financial community to ensure that the vehicle 
which is put out for the public is acceptable to - 
the public, In my view, and perhaps it is a persenal 
view because ofthe industry I am connected with, this 
liaison has very considerably improved in late months, 
perhaps since the development of the crises in June, 

I think there is very real improvement: 
The fact that the Bank of Canada and the Department 
of Finance are calling down to Ottawa experts who* 
are going to visit in the main financial centres and 
feel the pulse, seems to me, ts sotiethite that is 
productive of the best results in raising new capital, 
at least in the Federal scene. We in the Chamber 
of Commerce feel that this could well be formulized 
perhaps now or at a later date. If I could draw an 
analogy with the provinces: in this particular area 
Bea provinces for years have appointed fiscal. 
agents or they hive sought the counsel of all the 
money raisers to guide them in drawing up and designing 
the best medium to raise their financial requirements. 
Now, the Federal Government naturally cannot appoint 
fiscal agents, but it SYent to me they could take. a 
leaf out of the pattern in the United states whereby 
leading financial wee in the community are on cali 
from Washington, the Federal Bassrte) and do go down 
to Washington from time to time and are taken into 


the confidence of the authorities in Washington. 


edt ed o¢ esd etedt Isttqso gntetsi to redtsm etdd 

~~ Bfogzsism yonom edi noswied aelisutbiro-o9 taseols 

-~ sonanli to tasmiraqed edd bas sbsisd to wnsd odd 
olotdey ont gad? ouane of Ylavmmoo Istonsalt edd bas 


- OF eldsiqsoos aL oliduq edd tot duo tuq al dokdw 


fsneersg gs af ti egadieq bus .watv ya al .ofidugq ont 


elit ,ddiw betsoanos me I. yiteubat edtto seusoed waiy 
.<entmom etel af bevouqat vidsrsebtenes yisv asd noeteti 
smut at were add to tnemqolsveb ert sonta aqsdtegq 
,tremevorgmt [set yiov af etedd Natdt T 
daemirsged sdt bos sbsasd to Xas@ edd dsddt gost en? 
-odw vteqxe swstto ov mwob gnitiss sts sonsati to 


bis eoerdnes Lsloasolt atsm edd at tratv of antoy srs 


| ai tend gaiddvemoa. af ,.sm oc amooRg ,saluq edd [ee 
| .tsdtqes wen gatefst at etiveet taed sdz to evigouborg 
| sedmsd) odd at oW .ensoa [stebed ont at tasel ts 
| best fume ed [lew bivoo, aldt.gsddi [set sotremmod to 

ng wetb bivoo I 21 ,stsb sets s 3a 10 wom agsnteg 
| 


sets isiwoliusq aftds at. <2eontvonrg edz dtiw yrolsas 


Ls98lt betaloggs svsd atasy tot ssontvorq missaiso 


ed? {fs to feanses odd <JNaguoer. avr 4 yedt to etdaoxs 
antagteeb bas qu gatwsib at medd ebtus et ersetsy yonom 
-2tnsmerinvupes Istonsnti risedd satst ot mytbom teed edit 
tatoqgs vonnso yiisuutsa tnemarevod Istabet edd .wot 

§ sxsd ybies Yedd som we aa $i dud ,.stnegs [soelt 
gtbiolionsseute betianv edd at mirstisq sat to duo tself 
Efiso no sts yd inuvamoo dict ot woe int deat gitbsel 

aweb og ob bas ortenen Isisos] sdt .notgatdaswW mort 


ovat nevst o1s bas omit o¢ emit mort motantdasw o¢ 


mot gainaswW at aetitrordtus eid to somebiinos edd 


: aaaehe : . “até 35 on Ais . - 


Nethercut & Young = 6436 ae 


Terente, Ontaric 


I think from that, sound advice is obtained and 
practical results achieved. Of course, the two 
countries are not similar in all respects, but the 
Chamber feels that this kind of a dosage is in 
the best interests of this matter of raising capital. 

We want to make the point that perhaps 
stemming from agitations of this kind, this development 
is now coming along very nicely and much more 
satisfactorily than it used to. If I may continue 
with my remarks, in the 1958 conversion loan, for» 
example, I would say at this time -- and this is 
perhaps citing an example -- the investment. fraternity, 
and perhaps the institutions too, were faced with a 
fait accompli and were called down to Ottawa and - 
closeted with the authorities and told that 50 per cent 
or 60 per cent of the outstanding government loans 
would be refunded in that vast refunding at that time. 

Well, perhaps because of other factors. 
that action was not all that successful. It was too 
big and took too long, and of course money markets 
- changed during the interim. But it might have been 
very much more successful on a smaller basis, which 
IL say might have been the advice of the experts in 
the financial area where those securities had to be 
sold. 

COMMISSIONER GIBSON: You are in effect 
Saying the government should get good advice and-~- 
sound out expert groups on major matters of finance 
aliens Your first recommendation reads: 


"That the role of government be to 
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1 encourage the private competitive economic 
2 system to function more smoothly." 
3] To go a little further, I just wondered 
4 if you could give us a general tdeniet what you mean 


5 by that? Does that mean that the Canadian Chamber 
6 of Commerce is in favour of a basically anti-cyclical 


monetary and fiscal policy? 


MR. KEEPING: No, I do not think it 

9| necessarily indi¢ates that. This is’a general. : 

10 recommendation which is a preface, really, to most 

il of our other recommendations. It reflects -an appreciation 
12 by us that government has a role to otay in the economy, 
13 something which perhaps was not recognized to the 

14/ . same extent some 20 or 30 years ago. In these days 


15 of high competition in the trading world I think we 

16 recognize that government has a role to set the climate 
17 for the economy, and I think that requires a close 

18 form of co-ordination of the various government 

i9 departments, such as the Department of Finance and 

20 the Department of Trade and Commerce, ene so forth, 

21 The government Fas this role of setting the climate 


to enable business under the private enterprise system 


23 to make the progress it should make. This isa * 

se general sort of statement without bearing in mind: 

as any specific things such as anti-cyclical budgeting, 
26 and so on. It is merely a recognition by us that* the 
27 government has a greater role to play than it has 


28 perhaps had in the past. . oti 
29 | We feel that the government should give 


30 definite consideration to reducing -- I hate to use the 
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word "planning" because I do not mean it in the ~ 

form of economic planning in the socialist sense, but 

to give thought to providing a suitable climate for 
business to flourish, and in our opinion that necessitates 
a more energetic degree of co-ordination within the 
government. 

COMMISSIONER GIBSON: Yes; but would nota 
reasonable policy for providing a favourable economic 
climate involve combating depression on the one.hand 
and inflation on the other hand? 

MR. KEEPING: Oh, certainly. I was not 
denying that. I wanted to point out that the terms 
of that recommendation were in general terms. I - 
agree with you. 

MR. EDMISON: Perhaps Commissioner Gibson 
reléedesiag on, to some extent, into recommendation 
No. 2, dealing with co-ordination. 

COMISSIONER GIBSON: That is true. + 

MR. EDMISON: You could, of course, have 
a set of circumstances develop where the fiscal- 
policy of the government at a given time -- and we 
are not saying inappropriately -- has run into és 
Substantial deficits and, in the financing of these 
deficits through the debt management operations, they 
have in effect preempted the savings for that purpose, 
and it is quite conceivable that unless this operation 
were conducted with great skill it.could- weve . 
some dislocating effects or might not leave enough 
room for financing not only in the private sector 


but in other levels of the government. 
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We are simply saying in, that particular 
respect co-ordination is vital, and one could of : 
course use the same kind of argument in respect to 
the exchange rate policy, which must be harmonious 
with the monetary policy, and the role that the: commercial 
policy should play, and so on. But there are a great 
number of examples to show how important co-ordination 
is. et 

COMMISSIONER GIBSON: Are there any - 
particular ways you think this should be done, or-- 
areas where it could be improved? Mr. Strathy 
mentioned one.when he talked abet: financial plans. 

MR. EDMISON: You mean suggestions with 
respect to personnel? 

COMMISSIONER GIBSON: Well, how government 
policies could be better co-ordinated? This is 
obviously a good idea. Have you any specific thoughts? 

MR. EDMISON: I think it is specific in : 
recommendation No. 3 that the sevteutiene' in relation 
to monetary policy, on which there has been some - 
confusion or corcern in the past, has to be responsible 
for it, at least at a given time, and it.must be’. 
recognized... that government is responsible not only 
for fiscal policy but for exchange rate policy and 
debt management policy, and also responsible in the 
final analysis for monetary policy and must make it 
possible at least for that kind of co-ordination.- 

If you have not got that, then obviously you have not 
got co-ordination or you are in great danger of 


having some schizophrenia in the area. 
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COMMISSIONER GIBSON: In other words, you 
would like to define the responsibility more clearly? 

MR. EDMISON: I think that is the intent | 
of recommendation No. 3. 

COMMISSIONER GIBSON: Before we go on. 
to deal with recommendation No. 3, in addition to- 
the things you mentioned there are other areas of 
economic policy. I wonder about housing, for example. 
Do you think Li housing policy is near enough to 
the monetary, debt and exchange policies? We have 
listened to representatives of the Central Mortgage 
and Housing Corporation Hab Rega 
and I got the impression that they felt they were doing 
a housing job and are not part of the anti-cyclical 
apparatus. But I would think it does affect ea 
to Some extent. 

MR. EDMISON: In practice it has, has At 
not, partly because of their rate structure, 

COMMISSIONER GIBSON: Yes. Do you think 
in terms of a rather broader co-ordination than 
simply monetary, fiscal and secede policies? 

MR. KEEPING: I think so, a broader 
eo-ordination with trade and commerce in particular, 
We have more or less confined this to the monetary 
and fiscal and financial aspects as a matter before 
this Commission. 

COMMISSIONER GIBSON? The trouble is that 

things like housing involve interest rate and you - 
wine get into the same area, 


MR. KEEPING : Yes. 
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COMMISSIONER GIBSON: Moving on 

to recommendation No. 3, it reads: 

"That the Bank of Canada Act be 
amended so as to give the beienabnatt the 
authority to issue broad directives to the 
Bank of Canada on over-all monetary policy." 
How would these directives be given, when 

there is a difference between the Bank of Canada: 
and the Miud ben of Finance, or would they be given 
regularly as a guide to operations of the Central 


Bank? What is your thinking? 
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MR, KEEPING: -My own view is that they 
would be given as guides to policy. Obviously, the 
Bank of Canada is contemplated as being there to 
carry out the day-to-day business, and tt should 
not be interfered with so far as that is concerned, 
but it may be necessary from time to time -- and 
probably will -- for the government to give it direction 
to see that the monetary policy it is carrying out 
is in keeping with the fiscal and commercial policy 
of the government. However, I do not think we had 
in mind any regular directives being issued once a 
month or once a week, and so on. This is merely 
a general recommendation that the government ensure 
that the monetary policy being carried out by the 
Bank of Canada is in line and is co-ordinated with 
the government's fiscal and commercial policy. 

COMMISSIONER GIBSON: But you would see 
these directives as Girectives that might, in fact, 
be issued from time to time, rather than this being 
a power held in reserve by the government in case 
there was a fundamental difference in policies? 

MR. KEEPING: Well --- 

COMMISSIONER GIBSON: You see, some people 
have suggested that there should be directives issued 
at regular intervals telling the Bank of Canada the 
direction in whiéh it should move. Others have 
suggested that there should be only a power of 
directive, which power is to be exercised only when 
there is a fundamental difference. 


MR. CREAN: Mr. Commissioner Gibson, during 
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the discussion we had when we were putting together 
this brief one thing came up, some is: that in years 
gone ar I am sure you are aware, the separation 
of monetary policy prom the Vaverancasidsceliey, 
especially in England, was very direct. It was a 
kind of a brake on political policies, in the same 
sense as the House of Lords in years gone by may have 
been a brake. We have started out with a proposition 
that, after all, parliament is supreme, and we came 
to the conclusion oe there should be more co- 
ordination between various sections of the government 
for the good of the country. Therefore, in the long 
run, or in any crisis, the government has to be supreme 
in seeing that whatever it considers its monetary 
policy is carried out. That has nothing to 
do with the day-to-day policies of the Bank of 
Canada. But, we felt that as parliament is supreme 
the Bank of Canada, therefore, would be in an invidious 
position if it should in its own wisdom feel it should 
prolong a delaying tactic over too long a period which 
would run fundamentally counter to the scouewle 
policies of the government. 

THE CHAIRMAN: I see your point very well. 
You do not want to be specific about whether it is 
a power that should be held in reserve, or a power to 
be used only once in a while to indicate the line 
of policy? ; 

MR, CREAN: I think if you are going to a 
ery ree it cannot be a power that is held in 


reserve all the time. 
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THE CHAIRMAN: There would be less reason 
for disagreement if it is a power held in reserve. 


That is the argument, in any event. 


MR, KEEPING: If I may quote from page 7 
of our brief, Mr. Chairman, we did say: _ 

"This matter should besiaaireea; 

and the Executive Council recommends 

that the Bank of Canada Act be amended 

So as to give the government of the 

day the authority to issue broad 

directives to the Bank of Canada on 

overall monetary policy when the views 
of the government are contrary to the 

Bank's policies," 

Does that answer your question? 

COMMISSIONER GIBSON: You are really 
sipcebtinE a sort of reserve oe 

MR. EDMISON: Logically, in practice, if 
you have active consultation, that is what would be 
the case. That is, it is a power that exists, and 
it is very clear, and the ultimate responsibility 
is known, but if you have consultation going on all 
the time them it is very unlikely that that kind of 
directive --- 

COMMISSIONER GIBSON: It has not been 
used in England, and yet the power is there. Those 
are all the questions I have, Mr. Chairman, : 

COMMISSIONER BROWN: Can I ask one question? 
Do you visualize this directive, if it is issued, 


as being a public matter subject to debate in parliament? 
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MR. CREAN: I think if it was issued, and 
it was not carried out, there would not be much else 
for the Governor of the Bank of Canada to do but 
resign, and if he did resign he would be free to give 
his reasons for so doing. 

COMMISSIONER BROWN: Let us assume that 
he does not resign. Let us assume that the Governor 
is against it, but he feels it is something that he 
must carry out. Should this then be a public matter? 

MR. CREAN: In our recommendations we 
suggest there should be from time to time -- and 
rather more frequently than has been the case in the 
past -- some information given in the annual report, 
and given to the bimaneiat press which can then dis- 
seminate it rather more widely in the country. I 
would think that in a case like this after a certain 
time had passed that the reasons for the adoption of 
certain policies would be given. 

COMMISSIONER BROWN: It should be made 
public, but not until after the event? 

MR, CREAN: That is our thinking, but 

Hoe, necessarily each year. That could be much too 
long a decay" 

COMMISSIONER BROWN: How long a period do 
you visualize? 

MR, CREAN: I think that rather depends 
on -- I think you would have to let this build up of 
reseiIf, It may turn out to be a statement every eect 
months. I do not think we say in our brief that 


there should be any particular time. 
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MR, MeNALLY: I think the Commissioner is 


MR. CREAN: Are you talking about at a time 
of crisis? 7 

COMMISSIONER BROWN: No. 

MR. CREAN: I am not familiar enough with 
monetary policy to answer this question authoritatively, 
but I do read, as a layman, the annual reports of 
the Bank of Canada with a great deal of interest, and 
I would still read them if some kind of a report was 
made every three months. 

COMMISSIONER BROWN: There is still some 
slight distinction here because you spoke earlier 
about the fact that parliament has to be in control 
of monetary policy. If.it.is the government that is 
initiating this directive, then that is not dlways:.debatable 
in parliament. 

MR. CREAN: But it can come up indirectly. 
If there is a statement made it can be debated in 
parliament. 

COMMISSIONER BROWN: That is my point. 

How soon after the event do you wish this document 
to be made public so that parliament can debate it? 

MR. CREAN: I am speaking personally now, 
if I may ---- 

COMMISSIONER BROWN: I do not know whether 
the Canadian Chamber of Commerce has discussed this 
point. 

MR, CREAN: --- in saying that there are 


a great many things that can come up in monetary policy 
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on which it would not be for the good of the country 
to have statements made immediately by the Governor 

of the Bank of Canada. I think most of us here 
realize that. I think this would be aa in the 

way of an attempt to educate more Canadians in the 
problems of monetary and fiscal policy. than are 
interested in it at the present time. I do not think 
anyone here -- and neither does the Chamber -- visualizes 
that these reports should come out within a week, 

or two weeks, or three weeks. I think the matter 

all depends upon the type of crisis involved. 

MR. CASE: Mr. Chairman, may I say just 
this, that we seem to have gotten off the main issue 
here. I, too, am speaking personally and I have not 
had an opportunity of discussing this, but are we 
not involved in the area of a financial crisis where 
monetary policy has run afoul of what government 


policy is in the fiscal way? It is. the question of 


a directive being then given by the government which 


directive would override.the policy which has been 

laid down as monetary policy by the Bank of Canada. 
Going further into Mr. Crean's suggestions, 

it would be a very wonderful thing if it were possible 

for the Bank of Canada to disseminate the type of 

information which would be useful to mere laymen such 

as ourselves and which would help us to understand 

exactly what is pehina it.all. But, again, we are 

in the realm of where I do not think we can ever 

hope to attain a full understanding of monetary policy. 


It is the question of crisis where this directive comes 
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in, 18s it not, Mr. ‘Crean? 

MR. CREAN: Yes. I do'mot' think, in a 
case where the directive is given in a crisis, that 
you can immediately reveal that crisis. I think 
it might be very tea ateeaa if you did. 

MR. CASE: But any suggestion that it be 
done on the basis of one month, two months or three 
months could again dissociate Me two functions. 

MR. EDMISON: Of course, you could have 
conflict without having a crisis. 

MR. CASE: Yes, you could, fae" ee us 
make those words synonymous. 

COMMISSIONER LEMAN: I am afraid I am more 
confused than I was before we started. Let us go 
back to your own statement on page 7: 

",.ethe Executive Council recommends 

that the Bank of Canada Act be 

amended so as to give the government 

of the day the authority to issue 

‘broad directives to the Bank of Canada 

on overall monetary policy ..." 

Now, if there had been a full-stop there, that 
might mean one thing, but you go on to say: 

",.ewhen the views of the government 


are contrary to the Bank's policy." 


What I believe Mr. Brown and Mr. Gibson 
were trying to get from you gentlemen is: When the 
views of the government are contrary to the Bank's 


policy, and the government feels it has to issue a 
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directive, do you want the public to know what the 
contention is between the two? That is a clear 
question, is it not? 

MR, KERLIN: Certainly it xés clear 
question, but it is a little difficult to give a 
clear answer to it. I do not think it is possible 
for the Chamber of Commerce as a body to express an 
opinion as to 4 definite time when such information 
should be released to the public generally. I 
think it must be the government that has to decide 
that. If we were to answer such a question we would 
be setting ourselves up as having great discernment. 

As I recall the deliberations of the 
Committee at the time this was made up early last spring, 
there was a matter that was promimently in front of 
us at that time, and maybe our submission has been 
to some extent influenced by the condition that 
existed between the Bank of Canada and the government 
at that time. However, I really think it would be 
“unfair to ask the Chamber to define what should be 
Reel btee. Its feeling is that the public should be 
informed a some suitable time. 

THE CHAIRMAN: I suppose that it implies 
also that the differences between ene government and 
the Bank should be resolved, and that in order to 
accomplish that the government Webaie clarify its 
position and tr dune Bank of what the policy must 
be? | 

MR, KERLIN: Without any hesitation whatsoever). 


THE CHAIRMAN: Yes, and you are not in a 
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position to recommend any formula or any particular 
method of doing that? That is a matter of mechanics 
rather than principle. 

MR. KERLIN: That is right. 

COMMISSIONER BROWN: There is a point here, 
though, on which I would like to get some clarification, 
and it is this: In your opinion, do you think there 
Should be something in the statute with respect to this? 
When the Act is amended, should the amendment mention 
the time interval beyond which the government must 
not go without making a matter public? You are not 
prepared to say what that time interval should be, 
but do you think it should be statutory, or do you 
think it should be left to the government of the day 
to make the decision? 

MR. KERLIN: Subject to what our chairman 
has to say, I will Say that certainly our discussion 
at that time did not contemplate that. Is not that 
correct, Mr. Crean? 

MR. CREAN: Yes. I, for one, would 
hesitate to. put a time limit on it. I think you 
would run into considerable difficulties if you did. 

MR. STRATHY: I think that is the 
responsibility of the government. The government, 
et an all, is paramount, and monetary policy must be 
complementary to government policy or fiscal policy, 
and in the final analysis the government has to lay 
down the law if there is conflict. But, I do not 
think we ever contemplated that that had to become 


a public issue within any specific time. 
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COMMISSIONER BROWN: Then, at no time does 
it become a public document. 

MR. STRATHY: It might not; that is right. 

MR, EDMISON: It is permissive. 

MR, STRATHY: It would have to become a 
public document definitely if a row broke out; otherwise 
it might never get to the public's hearing. 

COMMISSIONER LEMAN: Ome wonders what you 
think the Bank can do that a subdivision of the Finance 
Department cannot do. It is responsible to the Minister 
of Finance. 

MR. STRATHY: But it is responsible for 
monetary policy and the practice of monetary policy, 
which is not a function of the Finance Department. 

COMMISSIONER LEMAN: You say it is not, 
and I ask you why it is not? 

MR. STRATHY: Because.it is a science in 
the realm of that of a central bank. 

COMMISS TONER LEMAN : What I am driving at 
is whether you are placing the bank practically in 
the same position as a subdivision of the Finance 
Department, responsible to the Minister of Finance? 

MR. STRATHY: No, I do not think so. 

MR, CREAN: I think one of the things that 
formed the background of this thinking was the concern 

“ha it might .be possible cicntanent irate date that the 
government of the day might neglect to adopt certain 
policies which afterwards it could say was not its 
ultimate responsibility. I hope I am making myself 


clear. If this was changed the government would have 
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ne responsibility; iand would indubitably have 


2 the ultimate power as to what the monetary power 
3] should be. I think at times there has been at least 
4 conflict as to where the element of eouee lay in the 
5| past few years. There has been that confusion ./ 

6 2enthatk riled to this recommendation, the recom- 
7 mendation being that the government do have the 

8 ultimate responsibility for monetary policy over 

9| the long run. 

10 COMMISSIONER LEMAN: .I[ would like to go back 
11 to your recommendation number 4, gentlemen. You have 
12 already talked a little bit. about this, but you did 
13} not get down to any concrete considerations relating 
14 to it. What is it specifically that you have in 

15 mind here? You say that there should be established 
16 re advisory body of financial people on whom the 

17 government might cail for advice on the technical 

18 aspects and effects of the government's operation 

19 in the financial market. Do you have in mind a 


20 body appointed by the government? 


21 MR, STRATHY: - Yes. 
22 MR, EDMISON: Yes. 
23 MR, STRATHY: We have in mind a body 


24 appointed by the government made up of people who are 
25 in the day-to-day management of, and who run, the 

26 financial ist sient the country. Such people would 
27) be appointed, and they would come down to Ottawa on 
28 neldar 

29 COMMISSIONER LEMAN: On call? 


30 MR. STRATHY: Yes, either regularly or on 
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call. 
| COMMISSIONER LEMAN: How often? 
MR. STRATHY: We did not define whether 

they should come to Ottawa regularly, rier ee they 
Should be called upon when required, particularly 

when new financing is to be undertaken. Those financial 
people might conceivably be people in insurance 
companies and other organizations which are the 
“ ahbtmae institutional buyers and who are the pro- 
viders of the savings of the people, as it were. 


COMMISSIONER GIBSON: This is a different 


Pie ocaiiptiais that of the Investment Dealers' Association 
‘I take it. They proposed some kind of an advisory 
council whose duties would be related more to the 
financing of new issues 65) oP ees 

MR. STRATHY: The Investment Dealers’ 
proposal is largely that of an advisory body composed 
of investment dealers, is it not? 

COMMISSIONER GIBSON: That was my impression, 
but I just wanted to be sure. 

MR. STRATHY: I would say that in the view 
of the Canadian Chamber of Commerce this body would. 
be broader than that. We envisage a body composed of 
people in the financial community at large, and that 
is why I mentioned insurance companies and trust 
companies, et cetera, I do not include the banks 
because I think they are, perhaps, in a different area. 
In our discussion this canta aaa group appeared to be 
made up of people in the financial area outside of 


the chartered banks. 
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THE CHAIRMAN: Do you contemplate two 
separate advisory councils -- one as proposed by the 
Investment Dealers, and one as proposed by the 
Canadian Chamber of Commerce? | 

MR, STRATHY: iI cam put two hats on. Putting 
on the one hat I will say that in the discussions 
we had with a group of people who were not, in my 
opinion, all in the financial business, it appeared 
that this suggestion is wider than that of the 
Investment Dealers. 

COMMISSIONER BRWON: Were the banks in 
this group you discussed this with? 

MR. +STRATHY: ..Yes, they were. 

COMMISS LONER LEMAN: In other words, you 
are suggesting that it would be good if the govern- 
ment got into the habit of seeking information on 

the street, in a sense? 
MR. CREAN:. Yes. 
COMMISSIONER LEMAN: Why formalize this 


whole thing? 
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MR. CREAN: 
1 Because, in a time of crisis -- or, shall we say .that 
2 we had been through a crisis to a certain extent. It 


3 is working pretty well now, not perhaps on this 


particular group of financial people I am talking about, 


>| but there is a liaison going on now in the financial 
° community and Ottawa. I would say that the. finaneial 
: community would tend to think when the situation ee 
‘ pack to normal, if there is such a thing as normal -- 
? quieter than it has been -- that these sarhoua that 
+ are now being effected might die down again and - 

il] we might get away from this liaison situation which 
i is developing so well at the moment and therefore: 

13 formalizing; then it has to be done. 

14 COMMISSIONER LEMAN: I am just trying to 


15 visualize how this body would work: how it would 
16/ be constituted and how the government would proceed 
17 to appoint people to it and fire them off it when 


18 it does not like the advice it is getting. What do 


19 you have in mind really? 

ae MR, STRATHY: Well, I would think actually 

+ if it got down +> reall workability it would be a 

e committee; an official committee of financial people 

sii who would be in the top category of financing; the 

ie top executive officers of financial institutions ,~ 

3 but from there on their deputies, or the more practical 
20 working people in those particular Pleanetet areas. 

27 might work with their opposite numbers in the 

28 finance department of the Bank of Canada rer the - 


29 actual practical working out of it. That is what is 


= happening now to a certain extent, shall we say since 
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1 the spring crisis developed. The top people in the 
2 financial field, I am led to believe, are being | 
3 asked to come down to Ottawa to discuss these problems. 


4|| The Bank of Canada and financial department officials 


5 at different levels, and perhaps even those in 
6 Montreal or Toronto or where they have branches of 
7 the Bank of Canada, are also discussing these practical 


8 problems at their levels, so the formalizing of his 
9 thing, it would seem to me, would be at the top 

10 level, perhaps as far as the publicity which is going 
11 to come out. From the top level it works down ta 

12 their deputy level. Really the point we are wakcing 
13 is in -the commercial area. We feel this should be 

14 formalized, and it should be a recognized develop- 

15 ment procedure for government liaison with business 
16 and particularly in this element we are talking 


17 about, the financial end of business. It is not. 


18 formalized now. fi is 
19 COMMISSIONER LEMAN: Sometimes there can 
20 arise a little embarrassment when you have a formal 


21 arrangement like this and the advice that is given 


22 is not followed. 


23 MR. STRATHY: Yes. 
24 COMMISSIONER LEMAN: Then you go on with 
25 recommendations 5 and 6 which again have something 


26 to do with your feeling about the relations between 
27 the Bank of Canada’and the Minister of Finance and 
28 the market. One of the problems that we must keep 
29 in mind all the timets regard to the difficulties 


30 of picking people for the type of need you have in 
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mind. Would #60 look at this a little bit in the 
reverse? Would the industry be willing to train. 
Bank of Canada personnel if the Bank sent them out 
to spend some time in the shops, so-called? 

MR. STRATHY: Yes, I am quite snseesney 
would. 

COMMISSIONER LEMAN: Perhaps that might 
be the easier way of nesonpkase es what you have in 
mind, would it not? | pre 

MR. STRATHY: Yes. I think there is ab 
area of difficulty here, and perhaps one of the areas 
you are pointing out is important. wiia ippaateean 
says to himself: "I am being selfish but I can get 
more from private enterprise than I can get from... 
government service." | 

While we did not discuss this reverse 
suggestion of yours I am sure the Chamber would 
agree that is perhaps a very practical way of doing 
this.: : MO’... 

COMMISSIONER LEMAN: We have been told that 
there has not been a tremendous rush of applications 
to the Bank of Canada and the Minister of Finance 
from experienced people in the industry. 

MR. STRATHY: That is right. 

COMMISSIONER LEMAN: There has not. been a 
big rush of applications for jobs in those departments. 

MR. STRATHY: Well, I would think the dayman 
might well feel that a man brought up in Ottawa in | 
the omen of Canada finance department during all 


his business career might tend to be a bit ivory 
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tower, That might be an unfair allegation, but 
certainly you can undo some of the ivory tower part 
of it by requesting financial business-trained 

men, aS you. Suggest, if they cannot get them. I was 
thinking, if it is pertinent,of wartime. That was 

a type of emergency and the government had no thauhie 
in drafting businessmen sek ala down because of the 
nature of that emergency. It was tremendously 
dramatic. : = 

COMMISSIONER LEMAN: The famous dollar - 

a year man? | | : 

MR, STRATHY: Right. It seems to me that 
possibly business has to accept this responsibility 
and in different. degrees of crises they might. be- 
expected to do the same kind of thing -- in a 
different degree with much fewer people involved. 
Maybe that is being a little bit idealistic, but 
certainly we have gone through a crisis and the - 
best brains are needed in times of crises, Now,. 
‘the best brains may happen to be both in and out of 
Ottawa, | 

COMMISSIONER LEMAN: Getting them together 
is the problem? 

MR. STRATHY: Getting them together is. 
the problem. I have _ solved how you do it. though 
because there is a problem of money; pay. - 

COMMISSIONER LEMAN: Yes, because obviously 
these people you are referring to certainly are not 
junior people. They woud have to be the top men? 


MR. STRATHY: No, they would have to be 
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drafted. 

COMMISSIONER LEMAN: On page 8 you make 
a statement under section 3(a) when you comment on 
monetary policy and at the end of the first paragraph 
you state your belief that monetary policy will have 
a powerful and pervasive effect which is absent from 
other stabilization techniques. Well, now, can you 
adduce a little evidence about the effectiveness of 
monetary policy, the classic type of monetary pokicy 
instrument? 

MR. EDMISON: Mr. Commissioner, you were 
asking us whether we think that monetary policy is 
effective in all circumstances? 

COMMISSIONER LEMAN: Wel, you sound a:note 
of great optimism here Sout the effectiveness of 
monetary policy. One of the strange things that: 
has happened to this Commission is that a lot of 
people primarily concerned with monetary policy have 
kept telling us that she edt effective thing from 
the counter-cyclical point of view is fiscal policy, 
and most of the neople concerned with the fiscal “end 
have told us that we will get it from the monetary 
policy end. 

MR. EDMISON: Well, you have quoted frem 
the first paragraph. The second paragraph qualifies 
it to some extent in the suggestion that there is 
sometimes a tendency to expect too much from monetary 
policy. Certainly monetary policy has a good deai in 
its teas If it could be applied promptly and 


over a period of time it could be pervasive, if it is 
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persisted in. Let us say in an expanSionist. period, 
or in a period of over-full use of resources, it: 
could cut a good deal of the final demand out of... 
the system. Perhaps if you took the present context 
as an illustration it will help. At the present time, 
and I am speaking for myself here -- I do not know 
whether my colleagues would agree with me, but at 
the present time it seems to me we would virtually 
have to depend to an important extent on monetary 
policy, looking at it over a period of years. In 
fiscal policy we already have a very large deficit. 
if you try to increase that deficit very substantially 
from here, as recént experience shows, you tend to 
get some negative results from that, both in the- 
balance of payments area and perhaps generally, and 
in the capital markets toe some extent. 

In the case of monetary policy we 
are at the moment at least ina sie Wats Pit winaeel 
environment. We have a lot of our resources, both 
plant and human, unutilized, We have a classic 
situation where monetary policy can be applied. Based 
on most recent evidence that appears to be taking 
place within the Phaméierk of the problems on our 
balance of payments that we went through earlier in 
the year. Certainly divedbe present context you = 
might say even by default we are obliged to use 
monetary policy in an expansionist way if we want 
to take up some of the slack in the economy. 

| One could expand the argument a little 


further and suggest that commercial policy, while 
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certain useful steps are being taken, some of the 
major decisions on commercial policy are made by: 
other people and not made by us at all. 

COMMISSIONER LEMAN: Well, some of the 
students of wosSBatyipol ey as an instrument who-are 
very close to the subject -- people working at it 
all day long -- tell us that it is Still pretty hard 
to measure exactly what a certain dose of monetary 
action will accomplish in the economy. That is why 
L was wondering what was the basis of your great - 
optimism in its effectiveness, 

MR. EDMISON: I would not say that this 
particular statement is terribly optimistic. It-is 
true the word "powerful" is used. 2 

COMMISSIONER LEMAN: And “pervasive",-~ 

MR. EDMISON: But 
the word "powerful" is the word I guess you are‘ 
seizing upon here rather than what follows in the 
next paragraph. Actually, let us say, the multiplier 
effects of monetary policy are very hard to discern. 
You can expand the money supply and if people find 
Willing to borrow money and take risks -- they are 
not always willing to do so, but if they are willing 
to do so, then obviously monetary policy can be 
effective in an expansionist situation. It is-possible 
that a set of circumstances could exist where you 
could increase the money supply and nothing happens. 

COMMISSIONER LEMAN: Well some of you, or 
a lot of you represent large industries in Len 
or large companies. Among the frpup of you, would 


you think that in general the companies you represent 
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were affected in their capital investment plans.by 
a change in the rate of interest of say 2 per cent? 

MR. STRATHY: Oh, yes. 

COMMISSIONER LEMAN: On the up side? 

MR. STRATHY: In my particular. business 
I saw it actually happen. In other words, the 
financing plans were discarded. The cost of money 
was too much and it changed over-night. Would you 
not say that was monetary policy coming down pretty 
hard, pretty fast and vigorously? 

COMMISSIONER LEMAN: yes, that would be 
a measure of effectiveness. 

MR. STRATHY: And the multiplier applied 
to that, which is perhaps intangible, I think would 
be there and would have a rippling effect. is 

COMMISSIONER LEMAN: Should I then gather 
from the same sentence, and perhaps I put too much 
significance in the earlier sense in which I used it -- 
should I then gather from it that you feel ee 
to now our monetary action in Canada has been a 2ittle 
too timid and not decisive enough? 

MR. EDMLSON: What period of time have 
you in mind? 

COMMISSIONER LEMAN: Well, let us take 
the post-war. | 

MR. EDMISON: I would say in the last five 
years it has been.’ Since 1956 it certainly has been, 
in my opinion. I do not know whether my colleagues 
agree with me, but I think if you are talking about 


the very recent term, monetary policy very recently is 
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being paced probably as fast under all circumstances 
as it could be. Of course, we have the external 
influences as well. You have got our monetary 
authorities thinking in terms of what the Federal 
Reserve is doing. Happily the Federal Reserve for 
the moment is in an expansionist move and ibretobe 

it makes it easier for us to implement an expansionist 
monetary policy which might have been precluded under 
certain circumstances. 

COMMISSIONER LEMAN: When we consider the 
amount of severMaISH with which it should be ~ 
exercised, a little later on on page 9 you express. 
what I interpret to mean a recommendation that -it 
be used with determination, because you say it may 
be recognized generally that tight money is intended 
to hurt; and then you go on to say that great care 
should be taken to ensure that it does not cause 
unjustifiable hardships in particular sectors. MThere 
you are obviously referring to the unequal incidence 
certein actions when they are taken. What. are the 
sectors where un fustfiable hardships arise mainly? 

MR, EDMISON: Well, I think it is generally 
accepted that monetary policy tends to be a little 
blunt. Some people would be a little stronger than 
that in language. In a tight or restricted money 
period it really means you are allocating resourtes 
and there is a tendency for parts of the economny- -- 
very often it has been said that small business or 
out of the way places — to, under these circumstances 


and by reasons of geography and so on, experience more 
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hardship under such conditions than the centres that 
are closer to the centres of banking and so on. Of 
course, that is perhaps normal if you would call 
anything normal in a country as spread out as we are 
and operating, let us say, a fairly tight financial 
structure, I think it is generally accepted that 
the words here are "great care". It would certainly 
be, from what I have heard here, that our chartered 
banks have been very careful, particularly recently, 
in trying to be very fair in the allocation of loans 
when loanable amounts were limited, as between the 
big borrower and little borrower; that is where 
someone lives in a large metropolitan centre as 
compared to a business out in a rural area. They 
do take great care in this regard. I think we all 
admit that there is not any system that cannot be 
improved. This is an area in which it presumably 
can be improved. Of course, we are talking here not 
in the present context to any incident at all. pia 
we had been in a tight money period for reasons of 
our balance of payments situation we would normaily 
be moving out of it. 

COMMISSIONER LEMAN: Well, are we then 
saying it should be generally recognized that it is 


intended to hurt but not to hurt too much? 
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MR. EDMISON: The fairness of the incidence 
of it, which takes great skill and care and I think 
that our banking authorities, from what I hear, are 
making every effort to see that that is sity ease, 
and one of your fellow Commissioners would probably 
confirm that. 

COMMISS TONER LEMAN: It might be ideal. 

that when you are trying to reduce activity, you reduce 
everybody's activity by one per cent or 2 per cent, 
but it.can't work that way, can it? 

MR. EDMISON: No. 

COMMISSIONER LEMAN: The way to arrive 
at your 2 per cent -- if 2 per cent is what you want -- 
is by knocking out some things. I don't think you 

eae obviate that. 

MR, CREAN; There is getting to be a 
bit of an opinion that in times like this it is a 
good idea to knack out sections that are not as 
economic as others. - 

COMMISSIONER LEMAN: I was wondering if 
really I should Inte from this that you would be 
in favour of selective control? 

MR, EDMISON: I don't think so. I don't 
think we favour that kind of imterference with the 
free market system. 

COMMISSIONER LEMAN: There isa certain 
amount of i selectivity: involved in this which has 
to be teged to ensure that it doesn't cause any nihiad py. 

MR. EDMISON: Yes, but the administration 


is done by the convention of institutions in the field 
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1 and provided that they are doing it with great pare 

2]| as it is expressed here; that is about all you can 

3| hope for in a given policy area. 

4 COMMISSIONER BROWN: I am Wet clear on how 
5 this great care will be taken by the monetary authorities? 
6 MR, EDMISON: I think the assumption in this 
7 particular sentence that the Commissioner referred to 

8 was that we are talking about a set of conditions 

9 where you, in fact, have a tight money policy and 

10 where rangaides ina country are strained, and it 

11 is thought desirable that a man be contained by monetary 
12 restrictions through the banking system, and it is 

13|| that set of conditions that we have dealt with here 

14/ and therefore it is within this framework of a clear 

15 cut monetary policy under these conditions that the 

16] implementation of that policy, which will obviously 

17 ereate some hardships and a lot of handicaps, Feviddeiy. 
18 cannot be financed under these circumstances and by 

19 those means Fates PERE. 

20 COMMISSIONER BROWN: It is the intermediary 
21 you are asking te take great care, not the monetary 

22 authorities? 

23 MR. EDMISON: It is just the implementation 
24 of the policy; the administration of your monetary 


25 authorities. 


26 MR, KEEPING: I think we have looked to 
27 the intermediaries to exercise care. 
28 MR, EDMISON: We are thinking of the 


29 chartered banks. 


30 COMMISSIONER BROWN: But it is not the 
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monetary authorities? 

MR, KEEPING: No, we.t 

COMMISSIONER BROWN: Could I ask one more 
question?  «@#F You mentioned tiles Redbril 
Reserve System and I would like to get your ideas 
as to what extent Canada can carry out and maintain 
an independent monetary policy, particularly with a 
fixed exchange rate? 

MR, CREAN: I would think that surely 
monetary policy and fixed exchange rates are also all 
tied up with tne flow of capital coming into the | 
country and the level of your tariffs and quotas. 

It is all there in the package, surely, isn't it? 


You can probably maintain a relatively 


independent monetary policy if you want to do certain 


other things which would tend to put your monetary 
policy into operating in a relatively close way. 
Surely all these items are inter-related. 

COMMISSIONER BROWN: But Canada has a fairly 
“> open ecohomy; * I think we are all agreed on that? 

MR, CREAN: At the moment, yes. 

MR. EDMISON: I think the Commissioner's 
point was that if you have a fixed exthunge rate which 
you must defend, and you are north of a country where 
you have.a monetary policy operative that might be 
going possibly in the same direction but at a different 
pace, that you place some restriction on how far one 
can go at any given time, and if one decided ta go in 
the enbosete direction from the Federal Reserve on 


monetary policy under conditions of a fixed rate, I 
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1 Suppose under a flexible rate theoretically you don't 
2) meed any reserves, but I suppose = practice you do. 
3] Theoretically you don't, but under a fixed rate you 
4) have to have reserves to defend your ee haga therefore 
5 you have to watch perhaps more closely than otherwise 
6| the activities of the Federal Reserve System. I think 
7| this is an overall background factor in most cases 
g|| of the massive amounts of capital that can and do 
g| move across that border. 
10 ) COMMISSIONER LEMAN: If I might go on to 
11 your recommendations 8 and 9 there. I gather that 
12] most of what you had in mind in this area when you 
13 Speak of more public information, more public education 
14] om these economic. and financial considerations, that 
15 is basically more statistics, more information, that 
16 you feel should be promptly gotten out to the public 
17|| so that they can interpret the figures themselves, or 
18 is it the interpretation of the monetary authorities. 
that you want them to have, in other words, an open 
mouth policy; you want the monetary authority to 
interpret the figures for the public and say what 
it makes of the situation? 

MR. CREAN: This is a problem which the 
Chamber has in its owm field. We put certain state- 
ments out, we put certain briefs out -- I hope this 
is not going to be one of them -- but I, in my travels 
across the country in years gone by have often been 
tackied by smaller businessmen who will say, "Why do 
you want to put all that stuff out; nobody can under- 


stand it anyway." Now, this is said more jokingly 
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than anything else, but it is the same thing here, 
because I think your point of interpretation is the 
key, because I don't think more statistics would be 
the answer because you are talking to the grass-roots, 
a good many of the grass-rcots people haven't time 
to spend, nor would it be of particular benefit to 
them if they did spend a lot of time going over reams . 
of statistics and therefore the problem so often comes 
down to two issues; monetary policy, what does he 
think monetary policy means to him? He will relate 
it to whether it will give him an extra few thousand 
dollars, or relate it to something to do with -- maybe 
quite incorrectly -- to do with this crisis we have 
had in the last two or three months, but he is always 
going to try to bring it back to his own personal 
little affairs and maybe by doing more of a job 
of interpretation or by putting the financial press 
maybe in a more readily assembled form and they can 
disseminate that information, that might be helpful. 
| COMMISSIONER LEMAN: But these are areas 
where there is always room for a lot of arguments, 
are they not? 
MR, CREAN: Yes.” 
COMMISSIONER LEMAN: Would you concede 
that the monetary authority more or less is in a 
position of trying to make people do what at that 
moment they do netaienD to do? 
MR, GREAN: I don't think you would be 
réaltatie and deny that! 


-COMMISSTONER LEMAN: I am wondering if 
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partly what is missing in Canada is a more informed 
financial press? 

MR. STRATHY: Yes. 

MR, CREAN: I think so. 

MR. STRATHY: If I can say a word, some 


aumber of 


years ago I was involved in bringing over a 
members of the British Financial Press and so the 
format was to get the local financial press to get 
together for an open discussion with the British 
Financial Press, and I am not taking sides with the 
British Financial Press, but it was a most interesting 
discussion and the British Financial Press said chat 
they considered their role as interpretative and 


analytical ana constructive in what they were doing, 


whereas they said in their view the Canadian Financial 


Press were just reporters, so that I think perhaps 


there is a certain amount of truth in that in Canada. 


It is just a reporting job that is done instead of 
an interpreting job. So that the Bank of Canada 
issues weekly and monthly financial statistics that 
are extremely valuable, they are magnificent in their 
spread of information and they go to the masses, but 
if we go back to these masses that were represented, 
they don't see them and they don't understand then, 
but the financial press is an intermediary and it 
goes a long way towards educating the people who are 
affected by monetary policy. 

In our discussions I feel that is what we 
telat ein other words, public relations had to be 


improved, and I don't say that that means the Bank of 
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Canada has to develop a iot of public relations, but 
there should be someone in between the public and 
the Bank of Canada, which is perhaps the, financial 
press, and we think a lot could be done. That is 
what we are looking for. 

COMMISSIONER LEMAN;: Even in financial 
circles, many people who are fairly adept at the 
study of Eee tes and trying to analyse the state 
of the economy, very often there arises a lot of 
discussion as to what would be the best direction to 
take as of a certain moment, but it is not He cut and 


dried. I believe that the monetary authorities at 


times would feel a little bit embarrassed by the 


burden of coming up and saying exactly where they 


think we are headed for the next few months. 


MR, STRATHY: It wouldn't be appropriate 
for them at the time. 

MR, EDMISON: I think that the point in 
recommendation 7 which is discussed here is national 
and interpretative. Recommendation 8, which is ~ 
about the bank rte, I think you have coupled that 
in your original nenerk Recommendation 8, I think, 
was considered a as something beamed aft the | 
financial community, and. that the bank rate is a 
signalling device and that it would be indicating 
what the trend is, what the erie atpeceres is, 
at a given time in ste and unmistakable terms. 
Recommendation 7 is something eee have put in 
an ad hoc policy; something which has developed over 


a period of time, an educational interpretative policy 
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which probably should be engaged’ in in perhaps groups 
like the Canadian Chamber of Commerce as well as others, 
as well as financial people. 


THE CHAIRMAN: We will adjourn now for 


five minutes. 
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THE CHAIRMAN: We shall resume now. 

COMMISSIONER LEMAN: I have just one more 
question in this area of your submission, gentlemen, 
and that is the one where you refer to the composition 
of a Board of the Bank of Canada. There again, ‘I 
suppose, we can visualize some difficulties about 
endeavouring to get quite the kind of composition 
you seem to be proposing here. Could you get down 
to a little bit more definite example of what you 
mean? For instance, do you think you could have 
eeents commercial bankers on the Board? | 
MR. STRATHY: That is an ele siuciees 
with Mr. Commissioner Gibson here, | es 
COMMISSIONER GIBSON: We want your opinion. 
MR, STRATHY: If you take the Bank of 
England, in my knowledge of the setup of the governors 
there, they are active, commercial bankers. They 
may be termed merchant bankers and they may not be 
exactly the same as a merehant banker in Canada, 
but they are free enterprise individuals in their 
own businesses in the financial community. “I arm 
led to believe that they fulfill the function 
as governors of the Bank of England in a very satisfactary 
manner. That is the angle we are pointing up here 
in.this.brief, that that type of man, if there is a 
counter-part to him, should be a director of the 
Bank of gansilan I would suggest our feeling is that 
the present directors have Some selected on a more 
geographic and perhaps siokiewhalt political basis) -- 


I am cautious there, but on a geographic basis with 
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the result that probably the best technical people 
for that role are not provided. 

COMMISSIONER LEMAN: If you could 
eonciliate geography with competence you would still 
try to do it in that way? i E 

. MR. STRATHY: Yes, certainly. 

MR. CREAN: That is the thread which runs 
through our whole system, any system we have in 
Canada, the difference of England being a relatively 
small area and Canada being not only a very large 
area but a’ federal system or confederation. /" 

COMMISSIONER LEMANs: How about an active 
partner of a bond dealers! firm? 

MR. CREAN: Well, if hej; was the best man, 
I would say yes. Someone might argue he is priv 
to expert knowledge, which might set up Sugieuiives 
of problem, but if he is a top-calibre man and is 
the best man then he should be there. He knows how 
to act in his dual capacity, or he should. 

THE CHAIRMAN: Who is going to decide= 
whether or not Le is the best man? 

MR. EDMISON: That is the problem with all 
appointments, is it aoe 

THE CHAIRMAN: That is right; unless you 
had a set of examinations they had to pass. 
COMMISSIONER LEMAN: At least you feel the. 
government should try, and see what happens? 

MR, STRATHY: yes. ' ; 
COMMISSIONER LEMAN: Those are all 


the questions I have on this section. 
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MR. EDMISON: The Commissioner spoke of 
bankers. You have right now a former chairman and 
president of a chartered bank and, as a matter of 
fact, a former president of this organization, Mr. 


Ashforth, who is a director and is obviously a very 


experienced person who would fit into this. 


COMMISSIONER BROWN: Mr. Chairman, I should 
like to move from monetary policy to fiscal policy. 
On page 10 of the brief you say that you would favour 
tax adjustments rather than changes in government 
Spending, particularly government spending which 
cannot be reversed quickly and which does not add 
to useful social capital. Just why do you make this 
choice, and what sort of tax adjustments are you 
thinking of? 

MR, EDMISON: Mr. Commissioner, I think 
the feeling of the Canadian Chamber of Commerce* 
is that the more desirable way, perhaps not as @ 
fixed rule but the more desirable fiscal approach 
is on the revenue side, as we pointed out, pasaaae 
it is more flexible. If you have a fiscal policy 
that you wish to use to reactivate an economy,-and 
later on you feel that such policies are no longer 
required, tax changes can be reversed quickly, 
whereas certain other kinds of programmes, the 
expenditure type programmes, generally speaking, 


are very hard to reverse. Some of them have a. 


bi to go on for aaa particularly those which 


relate per or bayaewe) and so on. 


Even the fixed capital outlays are rather 
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1| difficult to reverse, for they take a period of 

2 time. So, generally speaking, the feeling is that 
3 if you desire to use that fiscal policy as an anti- 
4 cyclical measure with this kind of a tax-cut method 
5 of corporate tax and individual income tax -- and 

6 most previous briefs of the Chamber have been in 


7 this direction -- it is felt that as we are a dévelop- 


8 ing country these rates are too high and at the 

9 earliest possible opportunity the rate structure 

10 should come down. Probably the present time is-an 

11 inappropriate one to reduce them, but the time should 
12 come when it is possible to use fiscal measures’ in 


13 that way. 


14 COMMLSSIONER BROWN; Would you confine 

15 it to corperation and personal income tax fields? 

16 MR. EDMISON: Our feeling is that from ue 
17 ‘point of view of incentives, those are the more 

18 desirable areas to work on, apart from anomalies. 

19 in the tax system which could be cleared up. There 
20 ae always those which could be cleared up from-time 
21 to time, but in this context we feel that the “ 

22 individual income tax and the corporate tax structure 
23 are the areas where the operating fiscal policy: 

24 on the revenue side could be most effective and 

25 expedient. 

26 MR, KEEPING: Particularly in the corporate 
27 tax field. In my opinion the corporate tax almost 

28 forms. the cost of goods sold, and a reduction of the 
29 ale ait tax would result in a reduction of cost 


30 and therefore put us in a better position competitively 
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both in our home market on imported products and 
in our foreign markets. 

COMMISSIONER BROWN: Could we take this 
as an understanding, that the price of products would 
be reduced if corporate taxes were reduced? 

MR. KEEPING: I think it is edie to 
assume that that would be the case. Businessmen are 
honestly trying to expand their trade and certainly 
a great factor which would help them to expand their 
trade at the moment would be to reduce their prices 
so that their products could be more competitive, 
particularly in foreign markets. 

COMMISSIONER BROWN: You heard Dr. Eaton 
this morning. He was of the opinion similar to that 
which you have just expressed, that corporate tax 
is passed on in the cost of goods. I would gather 
you would agree with that thesis as a general 
statement? 

MR. KEEPING: I do. 

COMMISSIONER GIBSON: As ‘a general atin Usenet, 
but are there exceptions to the degree that corporate 
income tax is passed on? = 

MR. KEEPING: No. I think it 18 difficult 
to measure the degree to which it is passed on. I 
believe it has become so built into the cost it is 
passed on to all intents and purposes, 

MR, EDMISON: Probably there are areas 
where no cost can be passed on. 

| COMMISSIONER GIBSON: That is what I was 


wondering. There are a lot of competitive industries. 
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MR. CREAN: I think the degree of passing 
it on is very much dependent on how competitive the 
industry is. In many industries there is a good 
percentage of the income tax passed on. They would 
be far and away the majority of the industries in 
this country. 

COMMISSIONER BROWN: I gather you see no 
political problem in raising these taxes again when 
conditions nid -dewe in order to pay off the debt 
incurred when we ran deficits? 

MR, CREAN: I never diepinea any particular 
outery against raising corporate taxes; I mean, 
from a political angle most people seem to say it is 
a good thing. . : 

MR. KEEPING: I am sure there would be 
squawks from businesses, but I think businessmen would 
realize that in the long term we have to balance our 
budget and operate in a business-like way as a — 
nation. 

COMMISSIONER BROWN; You speak about fiscal 
incentives and fiscal restraints, and you give some 
examples of fiscal incentives. You mention the 
Swedish system of tax-free investment reserve. © Those 
carry with them government permission to use them 
in syaginnd areas when it is thought that the 
investment is needed. Now, is this interference 
with a free system? 

MR. CREAN: Surely no more than any.other 
tax, is it? | 


COMMISSIONER BROWN: Except they can be 
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pretty explicit as to when and how they can be used, 
that is, if you are going to retain tax advantages. 

MR. CREAN: At least you have some hope 
that some day you can use them, 

COMMISSIONER BROWN: But you do not feel 
this is repugnant to your concept of free enterprise? 

MR. CREAN: Personally, no. 

MR. KEEPING: No, I feel, Mr. Commissioner, 
that we have to raise a certain amount of revenue 
in the government to cover expenditures, the necessary 
expenditures anyway, and it is incumbent upon us 
and on our government to raise that money in as equitabl 
a way as possible so that it will, among other things, 
to the greatest extent promote the economy and foster 
economic credit. This is, as you are well aware, 

a big problem which is up before another Royal 
Commission. 

COMMISSIONER BROWN: Yes, this is a problem 
before another Royal Commission. 

MR. EDMISON: We mention further on..in our 
brief that this would be an incentive for corporate 
savings, at least more get ahi than otherwise, if 
such reserves could be set aside for the future blmiacetl 
a tax penalty. ‘ 

COMMISSIONER BROWN: I should like to 
return for a moment to a point discussed at the 
beginning with Mr. Gibson, and that is the probiem 
concerning gaps. One point which to my mind was not 
made quite clear ere: definition of a gap. What 


is your definition of a gap? 
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MR. STRATHY: We are talking about. the 
difficulties that some companies have in. being able 
to finance their enterprise, and they may have credit 
worthiness and be producing a product for which: there 
is a proper market but they cannot obtain adequate 
finances. Then there is a gap which has ret been 
filled. 

Presumably the Industrial Development 
Bank is one of the instruments which is set up to 
fill such a gap, and these new private enterprise 
companies, as we mentioned earlier, have also been 
set up to provide the finances to fill these gaps. 

COMMISSIONER BROWN: In other words, if somebody 
is deserving of financing but is unable to find it 
in the private sector --- 

MR. STRATHY: May we refer to my particular 
business? There is a cost of financing involved, 
whether you like it or not. Se, raising a small. 
amount of capital for a small company that is credit- 


worthy, the cost is too high. 


The amount of dollars related to the amount of funds 
raised is just too high, so it does not happen. So, 
taking a private company and turning it public through 
the medium of the pusiness which I represent, it 
almost has to be a company of a certain size before 

it can achieve that tie Possibly smaller companies 
do get publicly financed, but probably this is carried 
out on a hi.gbl yespesmlative basis, and the cost again 


is too high and it does not achieve what is wanted. 
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The companies have to give away controls. 

THE CHAIRMAN: There are thousands of 
small businesses carrying on today and presumably 
making a profit. They must all have raised money 
somehow at one time or another. 

MR. STRATHY: Probably privately through 
their friends or families, family funds. - I should 
think there are thousands of them, of course, 

COMMISSIONER BROWN: What I am trying to 
get at is whether, with respect to filling some gaps 
in the capital market, you are concerned with the 
cost of raising the capital or the risk involved ? 

MR. STRATHY: First of all, if there kas 
all that risk involved then perhaps the credit . 
worthiness is not there and it should not. be publicly 
financed except as a speculation. But I think in 
our discussion we are referring more to costs. = 

COMMISSIONER BROWN: That is what I wanted 
to know. | 

MR. STRATHY: The Industrial Development 
Bank presumably provides those finances at a lower 
cost and does fill some gaps, -- without *going “into 
a broad discussion of the I.D.B. 

COMMISSIONER BROWN: Perhaps we could: have 
a little discussion on the | Industrial. Development 
Bank. You. say you do not want to review it but 
obviously you have some thoughts on it. We have had 
some criteism that the Industrial - Development 
Bank has been too conservative and not taken enough 


risks. Is it properly filling the need? 
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MR. KEEPING: I would say myself, Mr. 
Commissioner, that the Industrial Development Bank 
has fulfilled a most valuable function for a vast 
number of us, In my opinion there is very definitely 
a question as to whether at the ere rere perhaps 
Since the expansion and the amendments to the ~ 

Industrial Development Act some eighteen months ago, 

it is not now getting into a field where it is= 
supplying funds to organizations which could raise 
those funds in the private sector, They would pay 
more for them but they could perhaps afford to pay 
more for them. I feel strongly there is a gap which 
I think the Industrial Development Bank has :filled 
in the past and has rendered a great service, but I 
do think there is a grave danger myself that with 
the degree of expansion going on and with aha comparativ ly 
cheap money it is able to supply, without taking into 
account the risks involved, it is going to geoyltech 
and is perhaps to some extent now engaging in.° 
activities which could be catered to by the private 
sector, which in my opinion, is undesirable. I think 
what we want to emphasize in our submission here 
is that we feel thereis a place for an institution 
such as the Industrial Development Bank, but we 
do not feel its place is in that sector which Gan 
be filled by private enterprise. | % 
COMMISSIONER BROWN: What is the cost 


differential that you feel has to existin @ decision 


being madé by the I.D.B. as to whether this is “prop 
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their field or whether it should be financed elsewhere 
at a higher cost? 

MR. KEEPING: I am not too familiar with 
this but I believe the I.D.B., under its Act, Ls 
really incorporated only to negotiate pees in cases 
where financing is not available from other quarters, 
and I believe they do take some steps, to what .. 
extent I do not know, to satisfy themselves that the 
réspective customer has made some efforts at least 


to obtain capital elsewhere. 
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COMMISSIONER BROWN: Have you any 
Suggestions as to improvements that you would like 
made? +. 

MR. KEEPING: Not specifically. We make 
the recommendation n@e ttad a review ieee in 
an endeavour to ascertain to what extent government 
financial imtitutions are impinging upon the private 
sector of the economy, and where it is thought . 
desirable that such a review be made. We think if it 
Should appear that government financial institutions 
are competing in the private sector-then the government 
should vacate those areas, 

COMMISSIONER BROWN: Some of these have 
been developed by government institutions showing 
the way, so to speak, and then private interests 
have come along. Do you Say that this is a good 
area for the government to investigate? 

MR. KEEPING: I could not athol more, 

COMMISSIONER BROWN: And would you have 
the government institutions back away as private 
enterprise comes into the picture? That is what I am 
trying to get at. 

MR. KEEPING: Yes. I think certainly in 
certain new products and new developments I think 
there is a field for 2hE :D.B. It is, I think, 
important so far as our economy is concerned, because 
I think our success in world markets will depend 
upon the development by us of new products. .* 

COMMISSIONER BROWN: If the government agencie 


are going to do this should they step into fields which 
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the private sector is not prepared to venture into 
at the moment? There may be an element of risk 
which the private sector is not prepared to accepts ~ - 
Would you not also accept the thesis that in taking 
that risk on behalf of the private sector ,subsidies, 
to that extent, are acceptable in the initial 
stages? 
| MR. KEEPING: I think you have got to have 
some degree of subsidy in the initial stages. As 
we make it clear here, we are adverse to any sort 
of subsidy of suis nature on a permanent and continuing 
basis, but I think you cannot argue otherwise. 
COMMISSIONER BROWN: You can argue against 
the subsidy, but I want to know whether this was 
solely an argument against the subsidy? : 
; MR. KEEPING: If the private sector cannot 
supply the funds at a reasonable cost then I think 
it is desirable in some instances that the government 
Should step in, and to that degree I think you ‘could 
say it is subsdized. 
COMMISSIONER LEMAN: Before you leave that 
area I might mention that I am wondering whether, 
without getting into actual quantitative measures, 


you can give us the broad features of a situation 


in which it would be appropriate to resort to... 4 


-aefréits: in order te help the economy along. I 


think you said a little earlier that it might not be 
appropriate now. What sort of a complex of factors 
would you say would make it appropriate to do this? 


MR. EDMISON: I think you have to look at 
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1 the situation in your economy and the amount of 
2 unused resources you have, and particularly the amount 
3 of unemployment that would cramp such pelicies 
? in the first instance. 
, COMMISSIONER LEMAN: We have got both 
: of those now. 
: MR, EDMISON: That is ee put we 
: also have a rather large deficit now. Seme people 
z would argue that the deficit could be larger. We 
10 have had, of course, somewhat larger deficits than 
i that that was forecast yesterday for the current 


) 


12 fiscal year. We have had these rather large deficits 


13 in the past, and they have had a stimulating effect 


14 on the economy during that current year. However, 

15 there comes a time when the size of the deficit creates 
16 problems in itself and, therefore, if you engage 

17 in tax reductions at a time like the present you are 


18 going to increase the size of that deficit. It is 


quite possible that some kind of tax reductions, 


20} or deferment of taxes such as in the case of more 
= rapid depreciation write-offs, and allowances for 
= expenditures on research and development, and that 
on immediate loss of tax revenue, would be justified 
24 even though there is a fairly large deficit because 
25 of the productive reseed 

26 However, if you engage in any massive 
27 tax reductions with a deficit such as the present 
28 one you can bring upon yourself another set of. 

29 problems which might Be fam as great as the ones 
30 


you are trying to erase. Therefore, I think when 
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1 you talk about co-ordination of policies, and the 
2 emphasis on certain policies, it would appear at 


3 the present time in the policy area that-one should 
4 lean a little bit more on the monetary policy than 


5 on the fiscal policy. I say that in the light of’ 


6| the circumstances we now face. 

7 COMMISSIONER LEMAN: It has been suggested 
8 to us at times by many oe pi% that neither monetary 
9 policy nor fiscal policy alone would ever do the 


10 job when there is a real job to be done; that -you 
11 must use both together in order to get somewhere, 


12 I am just wondering if you can find some typical 


13 circumstance in which the weight of informed opinion 
14 would favour tax reductions for this purpose. 

15 MR. EDMISON: As you fully recognize; you 
16 must look at all the circumstances at any~given time. 
17 At the present time we are well along in this ae eeae 
18 phase of recovery. 1962 so farlas shown something 

19 in the order of a 6 per cent increase in the G:N.P. 
20 over that of last year in real terms. Thus far 

21 in this recovery there has not been anything that 

22 could be described as excessive, I mean you have 

23 not got any excessive capital outlays. You Have not 
24 got a great build-up of inventories and using certain 
25 criteria, at least, you have not really any great 

26 excesses in consumer credit. Therefore, ‘at the 


27 present time, and in the face of the facts. that. we 
28 have had, and have in prospect, a sizable government 
29 deficit, and deficits at certain other levels of 


30 goverments in the country, it would appear that the 
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stage is set for monetary policy to be used as the 
main instrument. I do not mean ‘i imply that fiseal 
policy cannot be employed, but I think that monetary 
policy is the area in which we could as at the 
present time because there does not seem to be much 
danger in its use. 

We are in a non-inflationary environment. 
We have a tremendous excess capacity in the country, 
and we have not any excesses that need to be worked 
out by the kind of monetary policies that were 
appropriate a few years ago, notably in 1956. £This 
is an entirely different climate and environment. 

COMMISSIONER LEMAN: With the hope that 
you could knock two or three percentage points off 
the unemployment index? 

MR. EDMISON: That is right. 

MR, STRATHY: May I be excused, Mr. Chairman? 
I am afraid I could not obtain space on a later 
flight. 

MR. CASE: I have to make the same excuse, 
sir. 

THE CHAIRMAN: Yes. 

COMMISSIONER BROWN: On page 12 you refer 
to the Annual Reports of government financial insti- 
tutions; that they should give more information and 
so forth. Has the Chamber an opinion on the financial 
statements published by corporations? Do you regard 
them as adequate and frequent enough? 

| MR. KEEPING: I do not think, sir, that 


the Chamber has any particular statement of policy on 
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that particular question. 

COMMISSIONER BROWN: It has been suggested 
to us that there is quite a lot to be desired in 
many of the financial statements of corporations in 
Canada, and that perhaps improvement in this respect 
might be encouraged. 

MR, KEEPING: Speaking personally, I think 
there has been a tremendous improvement in the 
financial reporting of companies, but I would agree 
that in some cases there is still something left to 
be desired. I think our Federal Companies Act is 
out-dated, but I cannot aay the same thing about the 
Ontario Act, I am glad to say. 

COMMISSIONER BROWN: I do not think that 
we permit apple polishing here, do we, Mr. Chairman? 

MR, KEEPING: I say that, sir, because 
I have had the pleasure of appearing before your 
Chairman when he was on the Select Committee which 
was considering the revision of the Ontario statute 
in 1953, I believe it was. 

COMMISSIONER BROWN: This follows your 
point on page 13 about improvements in the capital 
market generally. You deplore the abuses and the 
unethical methods in the sale of riskyand highly 
speculative stocks. This naturally leads to the 
question of control over raising capital generally 
aad to the question of your opinion as to what 
improvements you have to suggest in this field. 

For example, would you be in favour of an S.E.C. 


type of operation in Canada? 
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MR. KEEPING: I apologize, sir, but I did 

not understand your question in the first place. Would 
you mind repeating it for me. I am slightly deaf. 

COMMISSIONER BROWN: You are obviously 
unhappy about some of the operations that are indulged 
in by people raising new capital in Canada. 

MR. KEEPING: Yes. 

COMMISSIONER BROWN: I am asking what 
recommendations you have to make for improvements 
in this field. 

MR. KEEPING: I do not think we would be 
in favour of a federal body such as the S.E.C. I 
think we are in favour of the regulation of public 
issues through the Provincial Securities Commission. 
There has been undoubtedly, over the past years, 
a tremendous improvement in the operations of those 
Commissions in a number of provinces, but we still 


feel there is room there for improvement in the 


operation of the Provincial Securities Commissions. 


One- improvement would be a fuller and more fair 
disclosure to be made necessary in prospectuses than 
perhaps is the case at the present time, but we 
definitely would not advocate an organization such 
as the Securities and Exchange Commission at the 
federal level. 

COMMISSIONER BROWN: Why not? 

MR. KEEPING: Because we believe it to 
be a very unnecessary, bulky and expensive organization 
for the issuer of capital. Speaking as an accountant, 


it is a gold mine, and I think that lawyers can say the 
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same thing. I still feel that that type of regulation, 
and that intensity, is not necessary. 

COMMISSIONER BROWN: Well, have you any 
general comments about the efficiency of the capital 
market as it exists? 

MR. KEEPING: I hardly feel myself com- 
petent to answer that question. 

MR. CREAN: T.C.A. has carried off one or 
two of our members, unfortunately. 

COMMISSIONER BROWN: Perhaps I can go on. 
You recommend the removal of the 6 per cent ceiling 
on bank interest. Do you think that higher rates 
would act as a form of rationing so far as borrowers 
are concerned? | 

MR, KEEPING: If higher rates were to 
result I-suppose they might. It depends to what 
extent they might be higher. Our basic thinking 
behind this was that there is a very high degree 
of competition in the financial world at the present 
time; that at the time when the ceiling was set, I 
think it is fair +o say, financial institutions with 
capital available were not as widespread in all parts 


of the country as they are now. 
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We feel that we would be perfectly safe in leaving 
the setting of interest rates in the public market 
place, letting the ordinary laws of supply and demand 
prevail. | | 
COMMISSIONER BROWN: . Do you think that 
small changes in the interest cost affects business 
decisions? 
MR. KEEPING: Small changes? 
COMMISSIONER BROWN: Yes. 
MR. KEEPING: Well, it depends on what 
is small and what is large. I would go so far as 


to say that the changes in interest rates do affect 


business decisions, undoubtedly, but very minor rates 


do not necessarily affect them. 


Of course, I think there is no doubt 
that a company that is proposing to refund or even 
to raise initial capital likes to choose its moment 
when it can obtain that money at the lowest cost, — 
and it depends upon the emergency with sai ad wk desires 
the money. That is a determining factor in the 
decision, as much as the rate of interest. 

COMMISSIONER BROWN: Well, I am thinking 
more particularly of the type of financing that a 
company would get from a bank which would be presumably 
for temporary and recurring operations, and whether 
changes in the rates are going to make much of a 
difference. eh 

MR. KEEPING: I would not think very much 
of a difference, no. Perhaps I am speaking out of 


my field here, but I would not think it would make too 
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much difference to the type of money that chartered 
banks would be lending, on demand notes for financing 
inventories or accounts receivable and things of that 
type. I would not think it would make LBe much 
difference to the business decisions. 

COMMISSIONER BROWN: So changes in the 
interest rates would probably not operate to 
raeven” credit? 

MR. KEEPING: I do not think so. 

MR. CREAN: It might have some effect. 

COMMISSIONER BROWN: Would it have a larger 
effect on small business in the 21 per cent tax 
bracket as against the larger type in the 50 per cent 
tax bracket? | 

} MR, CREAN: It is very hard to say in 
advance. Surely that would be found out by the 
policies of each individual bank. 

MR. KEEPING: It is obviously costing the 
small taxpayer in the lower bracket more of his own 
money, but I still doubt whether it would be a major 
factor in arriving at his decision. 

MR. EDMISON: From the standpoint of the 
Tender Mr. Commissioner, if you had a more flexible 
bank rate interest Structure, logically there would 
be more demands upon them if they were permitted to 
lend at somewhat higher rates of interest than they 
are now permitted. There seems to be the anomaly in 
the system that you have this fixed rate and you have, 
of course, a prime rate. so close to the maximun. 


Presumably if there was a somewhat wider Spread it would 
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make for a little more normal lending operations on 
the part of the banking system. I think the result 
would be indeterminate. I do not think any one of 

us could say what it would be. Obviously it would 
create more, let us say we hope, employment creating 
loans because of these margin situations that would 

be developing under the circumstances, but it still 
does not rule out the competition that exists in the 
banking structure. There is a good deal of that. 

This would make the whole rate structure more flexible, 

MR, CREAN: I am told, Mr. Commissioner, 
that the rates which some small businesses pay for 
financing makes 6 per cent look like peanuts. 

COMMISS IONER BROWN: And these people 
would probably be able to borrow more cheaply at 
chartered banks? 

MR. EDMIS ON: Appreciably more cheaply. 

MR. CREAN: That does seem to be an 
anomaly because the small businesses certainly, in, my 
little experience, do borrow from these financial 
institutions at a rate which is not even poet ale 
to the bank rates. 

COMMISSIONER BROWN: In connection with 
the chartered banks, you have a sentence at the 

, bottom of page 14, that it is recommended that the 
chartered banks' freedom in deciding to whom they 
should make loans should not be compromised. What 
is behind this statement? 

MR. CREAN: Well, we just want to leave -- 


what is behind that is, we do not want directives going 
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1 to chartered banks telling them what class of loans 
2 they are to make. I believe that is what is behind it, 
3 as I recall. 

4 | MR, EDMISON: There was not me suggestion 

5 that there be any interference between the banks . 

6| im their relationships with their customers. 

7 COMMISSIONER BROWN: Well, has this got 

8 some historical connotation? 

9 MR. CREAN: I would not say so, no. I 

10| think you have got to read it with the sentence that 

11 follows along on top of page 15. 

12 COMMISSIONER BROWN: Well, the last sentence 
13 on top of page 15 almost contradicts the sentence at 

14 the bottom of page 14. 

15 MR. CREAN: Well, one of the thoughts 

16 behind the second sentence there is that often an 

17 American subsidiary can draw funds from its parent 

18 company if the parent company sees fit to allow it. 

19 This means fumds coming in from outside of Canada 

20 which a small business cannot obtain ieee a period 

21 of moderate pit poeaake 

22 COMMISSIONER BROWN: You say in one place 

23 that there should be no interference with banks 

24 in their decisions, and in the other place you 

25 recommend that. the government introduce measures 

26 ue will place small businesses with good credit 
2% on equal footing with larger businesses. In one 
28 place you say you do not want any interference with 

29 banks and you immediately turn around and say -- 


30 MR. CREAN: Well, aren't you confusing two 
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principles? I do not think they are quite the same 
principle at all. 

COMMISSIONER BROWN: We will leave that. 
How about term loans by the banks? | 

MR, EDMISON: Well, term loans are pre- 
sumably an alternate access to the capital market 
generally. Under certain circumstances they presumably 


have their place. You are thinking perhaps of from 


one to five years, or something like that which has 


to do with the term. In some instances it is appropriat 
to have relatively short term obligations of that kind. 
In other cases it is more desirable to have 10,15 

or 20 years, or even longer, obligations in the capital 
market. I do not think one would generalize. I would 
think term loans should have their place just as 

serial debentures have their place in a public offering. 
The procedure of banks making term loans to certain 
kinds of eategaes at certain times is appropriate 

as well as the sales to underwriters of serial obligatior 
as well as long term obligations to the public. 

I think these are all media in the sale of securities, 
Wiegendiae on the nature of the business and. the times 
at which the offering is made. 

COMMISSIONER BROWN; Well, what I was 
really getting at was whether this sentence at the 
bottom of page 14 was included to indicate that there 
should not be any directive made to banks. 

MR. CREAN: No, I do not see why there 
should be. | 


COMMISSIONER BROWN: Have you any opinion 
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about whether banks should be given authority to lend 
on mortgages other than on N.H.A. mortgages?) 

MR, KEEPING: No, we have not any opinion 
on that. We have not given it any Sous lacrdtioe 

THE CHAIRMAN: Well, that concludes the 
discussion, gentlemen. We appreciate your participation 
in it as well as the presentation of your brief, You 
have been very helpful to us, 

MR. KEEPING: Thank you very much, Mr. 
Commissioner. 

THE CHAIRMAN: We are much obliged to you. 

We shall now adjourn until 9.15 tomorrow 
morning. We shall hear the brief to be presented by 


the Canadian Labour Congress. 


--- Adjournment. 
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ANALYTICAL COMMENT ON CANADIAN TAX STRUCTURE 


1 
4 Introduction 
3 Le The purpose of this memorandum is to place 
4 before the Royal Commission on Banking and Finance some 
5 views about the broad structure of taxation in Canada 
6 and its influence on economic activity, business, saving 
a and investment. Special attention will be given to the 
8 effect of taxes on the capital market. Fiscal policy 
9 as an alternative or supplement to monetary policy in 
10! controlling the economy will be explored. In addition, 
i certain particular subjexts will be dealt with. 
| In an exercise of this sort, it is inevitable 
13 that opinion rather than fact will bulk large in 
14 material presented. In many directions evidence pro 
15 or con views put forward is not available. This leaves 
16 the field wide open for him who offers opinions and 
17 Places the burden on him who receives to pass apon the 
18 reasonableness of what is asserted. 
19 
90 General Comment _on Tax Systems and Tax Changes 
a1 Die Forever in sei country it is the fate of 
22 bax systems to be held in low esteen by their general 
93 public....This, .of.course,.is quite natural. Taxes 
o4| seem to take ccugitenace from people than their 
95 money. Along with ppedn money, most people seem to 
26 lose much of their eee to talk rationally about 
27 their own taxes thereafter. Reason and judgment become 
28 more than a trifle distorted and the most extraordinary 
99 arguments and propositions are quite earnestly put 
30 forward by people who na other directions would be 


utterly ashamed of the obliqueness, transparency or 


solkdouboxtol 


sosiq od ai mubrigromem aldt to esoqruq edT ae 


emoz sonsntt bag gAkvansd& no nofeatmmod saciid edd pp 
Pian 


eBhsansd ot NOL sexs’ to eudourie oe ne tuode ewelv 


| Baty ee ,e8entaud <ageldo siiabes no sanberine ast bas 


BSR 


oiy oF cevig ed ILftw noitnesis piosiabeing -ioomteevor bas 
yollog fgoat® beetinte fetiaeo et a no eoxed bind fesnte 
ni yoiflog yistenom o¢ Some tage 10  evtsentodie Os a6 
gAOLI Lobe ol .berolgxs Sci itw ‘oriens pare ant Lforsn0e 
oAatiw ifseeab od if tw ‘waxetdve rauordaa ntstx99 
sidgtivent at tt . dios aid? to seiorexe ce ol .S 
nt egrisi Hfiud [fiw tos? sect weeeye notmiao tecd 

org sonebive anottoe rid yoem al .betnesserda fetredten 
eeveel etdT .efdeliesve ton et biswiet dug ewate prin 
beg enotaiaqo axretto onw ike xot meqo ebtw pletd orld 


eiv moqg easg ot sevisosr orlw mid Ao sinha orit heh 9b 


Pe sito Bt hate to neers ldenoaeey 


Begned) xet bas emetaye xeT no toommod Igterned 


to etst edd ak tt yatnuoo yreve at revet0® a 
fexeneg afedt yd neetae wol nt bled ed o¢ emetey2 xet 
eexel .feuvien ettup ak .eamoo to ,aidT .otiduq 
tledt osdd eslqoeq mort eiom gniddemoa owdst of mese 

ot meses efqoeq taom ,yenom tLedd ddtw goolAa e YOnon 
Juods yilenottst Ais? o¢ wittds ited? to doum seol 
amoosd Jnsmegbut bose noe seh stevisetedt eexad nwo ther? 
yisnlbaostixs Jeom edd bos bedrotetb oftiad a aedt exom 


wuq ylieeniss etiup ets enoflsiaogorq bis atnemugis 


ed bivow anolieextb teddo at odw elgesq yd biswrot 


xO Vonetsqensit .easnesuptido ent to bemedes virsiiu 


Nethercut & Young Py 
Torento, Ontario 


fallacy of the sort of case they blandly put forward 
about their taxes. With the weight of taxes as it is 
today, perhaps this is not surprising but it can be a 
bit disconcerting for him who, from these vehement views, 
has to separate the wheat from the chaff. 

4, Periodically, complaints against tax systems 
become epidemic. We are, or have recently been, in the 
throes of one in Canada... For many months past, speakers 
and editors have been avidly taking in each other's 
washing on this subject. No very deep truths seem to hae 
emerged from these outbursts. Mainly, they have repre= 
sented nothing more original or subtle than a chronic 
bektyache over the high level of taxes. However, due 

to the conjuncture of the current did vis with an 
election campaign, we have in the making a Royal 
Commission to explore and make recommendations. 

5s There is something a bit pathetic in the 
perennial outbursts of legislators and the public pro- 
claiming that what this country needs is a complete 
review and overhaul of the tax system. Squirming under 
the hair shirt of high taxes, an earnest legislator 18 
convinced that there must be a better and easier way 

of going about raising money to pay for government than 
the one he and his constituents suffer under. If, how- 
ever, our hopeful law maker should visit the legis= 
latures of other democratic countries, he could hear 
his own yearnings being expressed with equal fervor 
abroad though perhaps in a different language. Should 
he look into the tax laws of these other countries, he 


would find to..his chagrin that his fellow reformers 
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abroad were complaining about tax systems essentially 
the same as the one paining him at home. This is 
discouraging. 

6. We have income taxes on individuals, taxes 

on corporations, Geath duties, sales or purchase taxes - 
general or on specific items, or both - extra heavy taxes 
on liquor, beer and tobacco, customs duties and property 
taxes at the local level. That is our package in Canada 
and it is pretty standard for most other western 
countries. True, there will be differences in detail 
and in the extent to which these various kinds of taxes 
are used. Revenue from direct taxes, those on income, 
corporate profits and property Passing on death will 
form a larger percentage of the total in some countries 
than in others where more emphasis is placed on in- 
direct taxes - taxes on expenditure. But few countries 
use any good forms of tax that the rest have not heard 
about and adopted. 

Ts There are two good reasons for this striking 
uniformity in world tax structures. The first is that 
good tax sources are scarce. The second is that troubles 
in the use of any particular tax multiply rapidly both 
in number and intensity as rates move upward. A 

variety of taxes spread thinly is the opimum arrange- 
ment. Since the variety is limited, the pattern he- 
comes uniform with differences mainly in the intensity 
of use of each source. 

8. | Not only do national systems show a high 
degree of similarity in structure, but the problems 


encountered in one country appear with monotonous 
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regularity in other countries. Debates On income tax, 
no matter in what country, will never fail to produce 
acrimony over the farmer problem where income appears 

to be less a matter of fact than of opinion. In- 
dignation invariably will be voiced over the deductions 
allowed to corporations and self-employed persons but 
not to enbveyeent The inadequacy of personal exemptions 
is ridiculed the world over. Lack of a clear line in 
law between capital gains and ordinary income will 
scandalize the uninitiated. Some bright fellow is 
almost certain to point ‘out that the law does not even 
eontain a definition of what income is in the first 
Place. This will be a true statement and may pass as 
utterly devastating criticism even though the law of 

no other country will have succeeded in doing much 
better. Lack of incentives in tax systems is forever 
déptdved: In all legislatures, strong men are made to 
weep over the ruthless manner in which revenue officials 
harass the long-suffering public. 

9° Review and overhaul of tax systems are 
occasionally necessary, usually not, however, with the 
idea of dropping certain tax sources from the structure. 
Rather they are necessary to give systematic reconsider- 
ation to some of the main features of each kind of tax 
and the internal relations between them. Law, modi- 
fied by decades of hurried annual amendments, will 
frequently need re-statement. Certain provisions which 
have been found useful in a minor section of one kind 

of bis may deserve broader Bitieit ub as part of the 


general revenue code. 
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LO. It would not be surprising if at any parti- 
cular moment the revenue systems of most countries 

would need overhauling in this sense of internal review 
and reorganization. This is the sort of job governments 
naturally tend to shy away from. Tax laws are very 
complicated, and in them, whole litters of sleeping 
dogs are lying around, often in the most unexpected 
Places. Ministers instinctively cringe at the prospect 
of exposing to a critical Parliamentary Committee 

the host of problems in tax law to which, in truth, 
there is no really satisfactory answer. For this reluct=- 
ance no one should blame them ss it is not surprising 
that the time never seems quite ripe for major tax 
revisions. 

ta ae Furthermore, for those administering tax law, 
every change is pure grief. Among four and a half 
million incomes. tax payers, many are not easily moved 
into new ways of doing things. Tax administrators will 
invariably agree with the Minister that one should not 
rush into these things. Also, officials of the Depart- 
ment of qudtide HE the deo *8F a hat containing a 
suggestion for rewriting tax law will, with unusual 

' promptness, deliver an opinion that whereas words and 
phrases in the existing statute have been construed 

and interpreted by Qdaniz and whereas a revision of the 
Bes RES WBaTS largely nullify this body of jurisprudence 
built up over the years which gives certainty to the 
law, .-~—-«~Onow therefore it would be too bad at this 
erenyees upset the applecart = and up to a point this 


makes a great deal of sense. 
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12's The Canadian tax system less than any other 
one could name among Western countries needs, general 
revision and overhaulings “In 1948, after thirty years 
of patchwork adjustments and amendments, and following 
the disruption of the War, the Income Tax Act was 
completely pulled apart and systematically put together 
again. The result was an income tax law that few other 
countries can match in up-to-dateness. Also during this 


period the sales and excuse tax structure was greatly 


/ 


Simplified and standardizeay | 


The Report of the Carter 
Committee on sales tax contains many useful recom- 
mendations in this field. The utterly complicated and 
illogical Dominion Succession Duty Act was then worked 
on and a major operation was performed in 1958, the 
result of which is a good, simple statute taxing 
estates of deceased persons. The rate structure is 
probably too severe for a "young" country but the law 
is modern and the best there is. There are a few 
directions in which the system needs change. The 
Government and their officials are quite aware of them. 
YOR It is well established that few other nation- 
al tax systems can compare with ours in simplicity of 
concept, adherence to principle and flexibility. Ata 
recent international Tax Conference, it was stated in 
effect by a representative from abroad, that no country 
had been more prolific in supplying unique ideas for 
the solution of difficult tax problems’ than Canada. 
Canadian methods of dealing with certain awkward tax 
problems have been widely copied in other countries. 


In negotiating tax Conventions with other countries for 


Pes D 
© ee ks te ~ 
» ae ee 
——BAEBTO Pa ; 

y ww * . 


: 3 pit pai " 
' srwin® ono 
| soto yos nett eeel modeye xed setbhensd edt 2SL 


4 isteneg ,.abeen eetrtnuoo sredaeW gcoms emsn bivoo en0 
anaey yiridd setts .Stel at agoifuedisvo bas noletver 
|  3otwolfot bas »etnembnems ons einemtautLbs Nrowdodsq to 
| egw doA xsT omoonl edt 1s edd to notiquierb ed? 


a, tediegod tug yifgoltamedeye bos Utsqe beffug ylevelqmoo 


| etdt gatwsb o6fA .azenetsb-ot-qu at dodsm figo, Betrdayoo 


a 


YitseTg eaw eivtoutts xed eeuoxe bis selsea end boiyeq 


xedts), sid to droge est! .bestbisbuste bas bettifamte 


-~mooes Iuteay yoem antsitnoo xed e@efea no eedd Lmmoo 


bag betsotfgqmon yiaeddu edT. .bLett eid? ak anolishnem 


4 


banvow oedd asw toA ytud motessooue ootqimed {soltgolit 


3 SN ee ee eee eee 


eid SACL of bemrotteq eew nottsteqo totem s bos no 


; i 

ia aiixeat etuista elqmta .0003 8 af dolaw to ¢fuset 
; et ewiourde eter oT .enceteq beaseosd to sefstes — 
- wel ef¢ dud yutovoos."anvoy" 8 10% o18Vv se oot yldsdoag 

| wet s oxs eyedt ..et eredt teed sdvd bos atebom eat 
 oAT  .eanedo abeon meteye edd dotdw at anoltdoeytb 

| | .medd to stews etiup ers elsiottto ried’ bas toematevov 
-not¢so xedsvo wet ¢eit bedatidedese {flew af Il te 
F 4 To yttotiqmta ot exo diiw ereqmoo nso ames Bye xed is 


e vA  .vdiftdixel? bas, elqiontsaq of sonetedds ,tqeonoo 


tot seebi euptoyu gniytqave nt ofifforq esom need bed 
-ebsned oeit amefdorq xet ¢ivolttib to nottuloe edi 
xet biswilwe oisties déiw gnifseb to abodivem nstbsasd 


-2etitnvon tedto nt betqgod ylebiw need eved ameldorg 


seito wet tsdt wal xed smoont as esw diueet.odT .ateas 


ot bed sca eaw ti ,eoneretnod xeT Lsnotisnietnt tasoet. 


giutnuoo on vedt ,.bsotdese mort evitsinezeiqet & yd tooltte 


sot eeitnvoo teddo détw enotinevncd xat gnivettogen ol ie 


are 
(op tem 


J 
a q : 
q hy 
ic 
| 
\¢ nf 
| / 
i ee 
ES % 
ip : 


Nethercut & Young 


Torento, Ontario 


AQ 


the avoidance of double taxation, foreign government 
officials never fail to xpress amazement at the east 
with which a working knowledge of the fundamentals of 
Our tax laws is acquired. Probably fw Canadians will 
believe this. 


So much for hackground and perspective. 


Does Income Tax Discourage Economic Activity, 
Saving and Investment? 


14 5 It is not within the proper scope of this 
memorandum to undertake a géneral assessment of our tax 
structure as a whole,to argue whether on balance it 

is devises One or a bad one, whether it is fair or unfair. 
However, it is appropriate to the field of enquiry of 
the Commission to offer comment on whether RAT tikes 
have harmful effects on economic activity, on enterprise 
generally, on saving and capital formation in particular. 
Do taxes impair the capital marketing process as a 
mechanism in our society? 

15. It is the fashion generally to assert that 
personal income tax discourages work, enterprise, 
ambition, saving and investment. Quite uncritically, 
this proposition finds pretty widespread acceptance. 
Possibly, there is some truth in it but it almost 

goes without saying that the bad effects of taxes will 
be greatly exaggerated. 

16. During the last war when income taxes were 
pushed so high so quickly, the Minister of Finance 
received quite a volume of letters from employers com- 
Plaining about the difficulty of getting men to work 


overtime, weekends or even for a full week. Absenteeism 
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was quite bad in spots. Employers blamed the high tax, 
deducted at the source (for the first time) - a higher 
rate was withheld as wholes per pay-period increased. 
Undoubtedly, the tax plus forced savings caused 
considerable resentment - many never believed they would 
get back their forced savings - and slacked off in 
effort as a result. But it should be remembered that 
coupled with the high tax were unusually high levels of 
earnings beyond what many were accustomed to. Good 
jobs were a certainty and it is not too surprising that 
tax resentment plus ample security led to some indif- 
ference to unusual effort. 

L78 In recent years when jobs are relatively 
scarcer and more highly prized, TE hears of 
refusal or reluctance to work in the lower or middle in- 
come groups. The tax is now fairly low in these 
brackets and deduction at the source is taken as a 
matter of course without comment. After all, with an 
average industrial wage of only about $75 a week the 
tax taken from a married man with two children is oniy 
$3.65 a week. However, with a pay increase up to $100 
a week, his tax would increase to $8.25 a week, leaving 
him only $20.75 better off out of a $25 pay increase. 
This is the sort of result from a steeply graduated 

tax that can cause some concern among high bracket wage 
and salary workers. Probably, however, for ordinary 
routine work a man will try about as hard for promotion 
and pay increase as he would in the absence of incame 
tax. It is likely that the tax angle will be looked 


at more closely, however, by a person who has a chance 
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to make a break and move to a higher paid job elsewhere. 
He may decide that the after-tax benefit does not quite 
justify the risk and trouble of moving his household. 
This, of course; is not good and there must be quite a 
number of cases of it. 

18 . About 53 million people in Canada file income 
tax returns. Of dine about 5 million never encounter 

a marginal rate of tax (tax on increases in earnings) 

of 25%. Perhaps then it can be said that this group 
(plus those who do not even file returns); making up 
over 90% of the workers in Canada, do little if any less 
work because of income tax. Probably in few cases will 
ambition to improve their lot and accordingly the lot of 
the community be dimmed by income tax. 

19. If the above generalization is somewhere near 
correct, then it) might be held that income tax is not 
quite so bad as it is made out to be. However, there 
are about half a million tax payers whose marginal rate 
of tax is above 25% and above this point the rates in- 
erease quite steeply quite soon. The rate is 35% on 
taxable income above $10,000, 40% above $12,000, 45% 
above $15,000, 50% above $25,000 and 55% above $40,000 
and so on. It is within these income ranges, the top 
10%, that the potential bad effects of income tax will 
be expected. 

20. It is a great temptation to simply assert in 
strong terms that of course our high tax rates are 
stultifying, that they take way inclination to work hard 
for promotion and extra gain, undermining ambition to 


get ahead and willingness to risk going out on a limb 
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for success and generally that they kill the urge to 
follow the natural instincts of an enterprising spirit. 
Certainly they cause widespread resentment. But those 
who have seriously attempted to verify and give sub- 
Stance to these easy generalizations have not been too 
successful. 

2l. Some years ago, Professor G.F. Break (U.S. ) 
made:a study in the U.K. of income tax and incentive 

and published it in the American Economic Review, 
September 1957. The results were by no means con-= 
eclusive even for the U.K., where income tax is much 
/more severe than here. Professor Break apparently found 
about aS many cases where more time, zeal and energy 
were devoted to Maintaining position and status (e.g. 
good public schools for the children) because of the 
inroads of income tax as there were instances of 
defeatism and the inclination to say what the hell's 

' the use and take it easy. One.cannot, of course, be 
“hens that the less conventional and presumably less 
supine? Canadian temperament would show the same 
results but it is a good guess that it would. The 
sheep-like acquiescence in government authority and 

all its. works in Canada is pretty appalling. Too soon, 
too easily we adjust to even bad law. 

220 _ Professor Break confined his study to profess- 
ional men as névaviter? the most independent group free 
to react to income tax effects. Probably his conclusions 
would not. be altered much after testing the top brass 

in business concerns. 


23> One of the most plausible arguments, of the 
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many which over the past years have poured in over the tx 
policy desk in the Department of Finance, has been on 
behalf of young business executives. The claim was that 
because of income tax they constantly tend to play it 
safe, that they seem to lose the spirit that may make 

or break them, knowing presumably that if it makes them, 
the rewards will be sadly depleted by obligations to the 
Receiver-General. So, it is held, they play it cozy, 
which is an abomination unto progress. 

24, One might be more impressed with the claims 

in the preceding paragraph were it not so obviously 

the prevailing fashion among bright young businessmen 

to worship status and all its symbols. As things are, 
it is not too easy to visualize among them any wide- 
spread indifference to work, promotion, rank and title 
because of the unconscionable swipe at the pay envelope 
taken by the government. 

25% All in all, not a very good case can be made 
for claiming that the gross national product in Canada 


today is much less than it would be in the absence of 


et 


the effects of personal income tax on the economic 
activity-of individuals. 

26x. Does personal income tax affect the willing- 
ness of people to save capital for investment? That 
is, does the tax on income in the form of interest, 
dividends, rents and royalties discourage the process 
of savings? Economic theory gives some help in 
answering this question. While the supply of savings 
that may be attracted tb any particular use may be 


highly elastic in response to yield, the total supply 
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of funds saved out of income within a community is not 

very responsive to the return on it. If this is so, 

it follows that a tax which reduces the effective yield 

will not greatly affect the willingness of the public to 

Save. | 

ete A very large part of income from investment of 

Savings in Canada is not subject to income tax in any 

case. For example - 

(a) Income from an investment in a house occupied 
by the owner bears no tax in Canada. For the 
sake of abaa) treatment between taxpayers, it 
should be.  Imputed rent is taxed to the owner- 
oceupier in U.K. and Australia for example, 
but not in Canada. 

(b) Earnings on uae insurance-endowment policies, 
apadéved to or received by policyholders at 
maturity, never bear income tax. Fak beaaeee 
the insurance company itself is not taxed 
on its investment income, but only on the 
amount transferred to shareholder account, if 
indeed, it has shareholders. Mutuals pay no 
income tax at all. The accumulated earnings 
on a Single premium 40-year endowment policy 
come to the policyholder for spending, un- 
touched by income tax. Interest accumulations 
on annuity policies likewise —_ no tax up 
to the time of the commencment of the annuity. 

(c) Interest and dividend accumulations in all 

| “Lag government, industrial and private pension 


plans and registered retirement savings 
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Plans, escape tax up to the date of maturity 
of the pension and even when received in 
pension, form little or: no tax is payable in 
a large proportion of cases because of 
personal exemptions. 

(d) Much of the coupon interest on ordinary 
government bonds escapes income tax simply 
because it is not reported. 

28. All in all, there is a pretty lusty annual 
erop of investment income in Canada that completely 
escapes the income tax net. In this sense, there is 
a quite RE aC tax incentive for the accumulation 
of capital here for investment. 
29. As against the above favourable factors, the 
volume of capital accumulation in Canada is very 
adversely affected by the pattern of our tax structure 
and through the use if taxation in financing the para- 
phernalia of the welfare state. The redistribution of 
income in the community from those who otherwise might 
be expected to save and invest, down to those who might 
not be expected to save and invest, is adding up these 
days to a pretty impressive volume of money. It is 
searcely any wonder cried bncad inne are making no 
progress toward repurchasing ownership of Canadian 
industry from foreigners and that they will have to 
sell their bonds abroad in considerable volume annually 
to secure funds for capital investment in Canada. 
40. Our personal income tax structure is graduated 
from 11% to 80%. If the graduation were abolished, 


the same volume of revenue could be obtained from a 
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flat rate of tax of 16% on all taxable income. This 


A16 


fact reveals very clearly the futility of trying to 
help very much the general pda eet dat living of labour 
groups by putting steeply graduated taxes on the medium 
and upper incomes. Canada is not a rich country in the 
sense of having a large number of well=to-do people 
with substantial investments. This fact has long been 
evident in the pitifully meagre returns from a special 
tax on investment income in Canada. Two decades of 
steeply graduated taxes have made capital accumulation 
by individuals very difficult. Our medium and upper 
income tax brackets are in fact very thinly populated. 
D1. Because uf this situation, the annual loss 

of revenue to the Treasury through putting a ceiling of 
50% on paatibbiell income tax rates - i.e., chopping off 
the 55%, 60%, 65%, 70%, 75% and 80% rates - would be 
less than $10 million. This sounds a bit unbelievable, 
but there it is. A rate ceiling of 40% applying to all 
taxable income in excess of $12,000 would cost in 
revenue loss only about $40 million. It is quite ob- 
vious that the income tax structure is a product of 
popular politics rather than of economic or even revenue 
considerations. . 

D2 Social welfare is the largest item of govern- 
ment expenditure in Canada today. For all three levels 
of government, the amount currently spent adds up to 
about $3 billion a year. This huge sum is by no means 
solely directed to the poor who need it but is poured 
out over everybody generally without a means test. Old 


age pensions, family allowances and hospital benefits 
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go to nearly everybody regardless of income status. In 
a few provinces, the premium or contributory system is 
casually nodded to in financing welfare, but over-all, 
federal, provincial and municipal funds are mainly 
raised by taxes, which through wide income ranges are 
roughly proportional to income, or in the case of income 
taxes are away more than proportional to income in all 
ranges. It follows from this system of financing that 
always the majority - and not just the poor who need it 
- get something for nothing. 

De Generally speaking then, under our Canadian 
system of financing welfare expenditure, there is no 
relation between what a person contributes towards his 
social security and what he receives. Benefits are the 
same for all, but a person with twice the income of 
another will pay about twice the premium for his in- 
surance by the State. With then times the income, his 
premium will be about ten times as much. Under our in- 
come tax schedule, a man with $2,000 taxable income 
pays $250 wakes with five times as much income he pays 
eight times as much tax. With twenty times as much in- 
come he pays sixty-four times as much tax. Federal in- 
come tax is the largest single item in financing 
universal flat rate welfare benefits. With welfare ex- 
penditure of about $3 billion, the redistribution of 
income through the taxing process in Canada runs into 
pretty impressive totals. 

34, One can never be quite sure just what social 
philosophers have in mind when they advocate redistri- 


bution of incomes. It might mean merely that everybody 
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above a certain level of income should contribute towards 
the aid of all unfortunates in the community who are in 
need, to those who from one cause or another find them- 
selves below what might be called the poverty line; in 
need of financial help either temporarily or permanently 
- the Jesus(?)-type of redistribution. No one should 
Quarrel with this principle, and with a poverty line 
very generously drawn. In practice however, it works 
out that there is a general redistribution of income 
downward throughout the whole range of incomes so that, 
for example, the taxes of the $10, $20, $50 or $100 
enaepastad a year man are less than they otherwise would 
be because everybody above them pays more for the 
support of Government than they do. 

Dips This latter form of indirect general redistri- 
bution of income downward has, of course, been going on 
whenever and whereverrgraduated or proportional taxes 
have been in effect. It appears, However, that in 
Canada at least, there has never been an overt declared 
policy of redistributing incomes. It has merely been 
that taxes have been levied in such a way that redistri- 
bution has been the end result.» Policy discussions, if 
any, have been oe mS the manner of spreading the 
tax burden. This was all very natural and sensible 
when the greater part of government expenditure was for 
general services of an intangible nature, such as for 
defence, maintenance of order, courts, legislative and 
administrative activities of all kinds, providing the 
general framework for organized community life. Here 


there is no measure of the extent to which any citizen 
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benefits directly from these government services and it 
has been generally accepted that under the circumstances 
taxes should be levied according to "ability to pay™. 
36. Canada seems to have moved quite easily and 
comfortably into the concept of the Welfare State. And 
it seems that almost without policy debate in Parliament 
on the principles to be followed in paying for it, we 
have drifted into the politically expedient method of 
pooling the cost. In effect the politicians have sug- 
gested we all get together and in family fashion Look 
after each other's old people, the having of babies, 
hospitalization for chicken pox, broken arms and legs, 
bad appendixes and so on =- the host of normal expenses 
that in all income brackets we all expect to have to 
meet sooner or later as we move along with daily living. 
Die We have not in Canada adhered to the insurance 
principle as some other countries have, nor have we 
followed the contributory system with the State merely 
setting up the machinery under which most would be in- 
duced through premiums to make provision for themselves. 
We have not insisted generally on means tests with the 
State filling in where the individual is unable to 
provide. One hears quite frequently in Canada the view 
that means tests are embarrassing, undignified and old~- 
fashioned, that state benefits - transfer payments - 
should be a matter of right. 

30x The purpose of the foregoing is not to indulge 
in a futile diatribe against the majority in our 
democracy who directly benefit by this system and give 


it their electoral support = and who can blame them? 
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Rather it is to call attention to a by-product of this 


situation where across the board huge sums are taken 
from those who otherwise could accumulate capital for 
investment and are passed down for spending by those 

who cannot be expected to save capital for investment. 
39 It is frequently stated these days that as a 
nation we are living beyond our means. Of course the 
majority of our people are actually living beyond their 
own means, through transfer payments of cash and 
services which belonged to other people, effected by 

the tax system. Accordingly, individual saving by the 
majority for capital investment which the nation needs 
is under a pretty severe handicap and it gets worse 
every year. 

40. Whether because of the relative scarcity of 
investment, capital forthcoming from individuals because 
of the inroads of taxes or for other reasons, the fact 
is a very large proportion of the capital for tnadététal 
and commercial expansion in Canada is supplied upstairs 
by corporations themselves from undistributed profits. 
In this manner, profits of the industrial system never 
have to pass through the personal income tax net (al- 
though, of course, the corporate tax applies). Further= | 
more, with no tax On capital gains, the equity value 
added through ploughing back earnings can be realized 

by the shareholder tax free through subsequently selling 
out. This development, to some extent, has circumvented 
the general adverse effects of the tax system on capital 
accumulation. 


41, This ploughing back of earnings in existing 


‘ 
> mI re. ¥ 7 ad j wy os Qt . 
or a Ct 
Pe . oa o's : ' Pa 
fi ’ ta 7 


| atts stot ctaioaliiams ov sndiaeaaeaaee aan 


7 7 


. aioe as 
Ay i 


asied ste amve eguc brisod’ elt. seotos oredw moti: wate | 


xOt Ladtage odstumoog bLvoo eatwrendto. ow esodt mort 1 


e2odt yd gaibosqa rol awob beaasq: sts bas ¢aemdiacvat 
| etrendegevat cot istiqso evga o% betosaxs od. tonmso orw 


8 26 felt aysb eactit betate ylimeupe rt et G22 ances .@€ 


) ei? earuco TO .angem suo baoved gnivil sexs ew nottan | 

| ‘iedd baoyed gaivil ylleutos oxg eslqoeq xuo to yttsot em Ip | : 
| Dag daso io atnemysq retaasr? Aguomds angen. avo lo rh 
i yd bagostte .elgesa tsdto o¢ Begaeled doltdw esoiveea |. 

| and yd aotvee teubtvibat eYigaLlbyoood ~ ometaye — end lat 

| aboen moiten edi doidw jnomsaoval Iettqso tO yiisvotem x 

| Bayo w sities vt boas asotbaed exvevea ytteqq a vebau et ler 

‘ sissy yteve |, 

a to ytiorsos evidsley eit to seugosed usdteriW woos JeOR her 

| eeusosd afsublyvibat MOET animooddrot Ladigqso etnomt aovat lat 

Jost oc? .snoasex.redto rot 120 eexst to absotat edt to Ing 

| ferntavbat 10% Istigso edd Io mobtiveqorq satsi yiev-g at gt 

| atiesaqu betiqaque at ebeaned nt no Laneqxe Laloyemmon bag er 

: oBtitoxg bednd indasben moxvl asvisamedd anotiaveqrco yd le 

| usvec motaya Laixtaubolt edd to attiorq .tenmem afd at re 

| ~{s) tom xed emoont Ienoareq edd dguowd? easq 02 ved ce 

| ~sentterum olasilqqs xed otsreqios ad? .esaiueo to etiguorit | 


sulev yslupe odd antes Lstiqso ao xet on détiw ao'Tom 


besilest ed neo agatorss doad galtdavolg dguotd? bebbs 
(| aatliea yisneupsadua dgvomt sett xed seblodeisda edd yd 


(| Setvevmorts asd .tnedxe emoa ot ~tnemqoisvebiatiT .¢wo 


‘|[lediqss no medaya xe? etd to adostte earevbs Istsneg ond 
4 a tl shOlteiuavcos 


a antvetxs al agaiorss to Noad gpatdquolq.eaiAT, 9. ..f8h | | 


or. all 
A - 7 oe Pp 


Nethercut & Young 
A2l 


Torento, Ontario 
businesses, it might be argued, tends merely to perpetu~ 


ate existing firms making them into larger and larger 
units and does not in any way help to bring along new 
enterprises in ie same or entirely different kinds of 
business. This generally is true but there are, how- 
ever, encouraging signs that new tinct institutions 
may develop which will specialize in this very field of 
financing new small industries. Again, there is scope 
here for the use of upstairs venture capital in short- 
circuiting the personal income tax obstacle. 

42. To this point, the income tax on individuals 
has been looked at in an attempt to assess broadly its 
effects on economic activity in the community, on the 
willingness and more particularly the ability of people 
to save and invest. We now come to the tax on corporate 
profits, that amazing phenomenon in the capitalistic 
system that has become so solidly entrenched in govern- 
ment revenue systems over the past two decades. It is 
as near the truth as makes no difference to say that 
over the past two decades, taxes on corporate incomes 
have on this continent (Canada and the U.S.), taken 

away about half the profits of the capitalist industrial 
system. If not long ago one had asked an economist 

what would happen if taxes took away half the rewards 

of capital investment under our system, he would blandly 
and with certainty have answered that there would soon 
be no private enterprise system left, that new invest- 
ment would wither away and that the system would 
rapidly grind to a halt. And how wrong he would have 


been. The fact is, of course, that under these 
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conditions we have witnessed the greatest investment 
boom that this country has ever experienced. This 
takes some explaining. 

43, Of course it is known that the post-war 
period was one of pent-up demand, with scarcities over 
Wide ranges and that this naturally brought on new in- 
vestment on a huge scale. But even so, one is entitled 
to some doubt that this boom would have gone on so 
merrily had not investors seen the opportunity of good 
profits at accustomed levels after tax from their new 
Plant and equipment. From this, it does seem to be a 
fair assumption that the main burden of the 50% cor- 
porate tax was being passed on in higher prices. 

Ay, Generally in the post-war period it was a 
sellers’ market; It was the ordinary thing for business 
generally to operate with a heavy si till of unfilled 
deisiesait Under these conditions it would not be too 
difficult to edge prices up slightly, to recoup the tax 
on profits. And prices would only have to be moved up 
slightly to accomplish this. Over industry as a whole 
the profit take averages only about 5% on gross sales. 
Thus, just a few percentage points of gradual upward 
adjustment in prices would replace in profit and loss 
account the additional amount taken out by the govern- 
ment. It would work out this way quite easily if all 
firms in an industry followed their inclinations in this 
direction - and they probably would. 

AB. It is the generally accepted principle in 
business costing and pricing policy for new products in 


calculating whether new investment in a certain direction 
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is worthwhile to look at the after-tax margin. Cor- 
ove vane is treated in exactly the same manner as 
federal sales tax ~- just another cost to be recovered 
in prices. Almost universally, businessmen admit that 
they recoup themselves the corporate tax out of prices. 
"How else do you think we stay in business", they say. 
46. The lack of any clear generally accepted 
theory of the incidence of the corporate tax these days 
completely Hiedlowatls all discussion of the effects of 
the tax on business activity and new capital investment. 
And the disconcerting fact is that searcely anyone who 
professes a theory will accept the logical implications 
of it. It is a mess; : 

47, Businessmen who admit they recoup the tax 

in higher prices will mourn on public platforms over 
the weight of the tax burden on them - and they are 

not grieving over a Slightly lessened sales volume 
because their prices are a few percentage points higher 
than they otherwise would have to be. Some years ago, 
a dividend tax credit was given by the Government to 
partially remove so-called double taxation on the 
shareholder. From the same forum, it was subsequently 
asserted that the tax is passed on to consumers in 
higher prices, that it is in effect just another sales 
tax and that the CCF party were just fooling themselves 
in advocating higher corporate taxes. 

48, On the corporate tax is blamed the inadequacy 
of profits for reinvestment and the difficulty of 
raising outside equity money. On all sides it is held 


that the high tax on business is killing initiative, 
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economic growth and development. 
49, It has been the fashion in the past for text- 


book deductive lore on this subject to hold that since 
the tax is on profits only after they are realized, it 
cannot be a cost factor influencing prices from which 
profits are calculated. The marginal analysis is then 
brought in for greater certainty to aes that since 
prices are determined at the margin by producers who 
make no profit, therefore, a tax on profdss cannot © 
possibly enter into price and accordingly, must come 
Straight out of the hides of the owners of intra- 
marginal producers. 

. bOs« If classical theory is right, then business 
profits available for dividends in Canada are annually 
about $13 billion less than they would be in the ab- 
sence of a tax on corporate profits. Prices are no 
higher because of the tax so the volume of Sales is un- 
affected by it. It would likewise seem to follow under 
this theory that the incentive to invest is very sub- 
Stantially impaired by the corporate tax and, therefore, 
it must be a severe penalty on business growth and 
development. 

5le If bvesnenee's are right in claiming that the 
corporate tax is treated as a cost and generally in- 
cluded in price, then the volume of profits available 
for dividends to shareholders is unimpaired by the tax, 
prices are’ just a little bit higher but the incentive 
to invest and the funds available for investment are 
Scarcely touched at all by the tax. 


526 In the face of these two sharply conflicting 
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Views on the incidence of the corporate tax, one is 
supposed here in this memorandu, to say what its effects 
are On economic growth and the capital market in Canada. 
The conclusion in this memorandum is that the business- 
man's view is much nearer the truth than the deductive 
case put forward in classical theory. If the text-book 
theory were mainly right, it seems to prove too much. 
With pre-war tax of 10%-13%, it is a bit hard to see 
businessmen accommodating themselves So easily to the 
remnant. left after 50% is taken away. Businessmen seem 
to have a pretty strong conventional sense of what is 
worth going after and they will quite readily decide 

not to attempt a line that cannot be Sold at a price 

to give a reasonable profit after all costs including 
corporate tax are recovered. It certainly does not 

seem that there has been much holding back in Canada 
Over the past two decades. There has in fact been a 
pretty wholesome spirit of enterprise with good profit 
margins generally in most directions. This is hard to. 
reconcile with a strict belief that the incidence of 

the proce aera tax over this period has been on the owner 
of business enterprises. The actual facts of what has 
happened seem far more acceptable if one assumes that 
pretty generally as a matter of ordinary business. pro- 
eedure in pricing policy, that the tax is passed on in 
slightly higher prices. 

D4 In recent years we have seen in Europe a 

very substantial business expansion, with new investment 
pbs tate nan previous records. This has taken place under 


systems of corporate tax burdens in European countries 
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not much less than those prevailing on this continent. 
54. Of course, in regulated industries such as 
the railways and telephone companies, the corporate tax 
is quite openly passed on to consumers. In arguing for 
rate increases, Bell Telephone for example, argues that 
in order to attract new capital they have to maintain 
certain dividend rates. In éhier to pay an additional 
$1 in dividends, they have to have an increase of $2 

in their profits. They then argue for rate increases 
which will give this $2 profit so that after tax $1 
will be left for dividends. The Board of Transport 
Commissioners agree with this argument and grant the 
rate inereases, which, of course, includes the piece to 
cover corporate tax. Ordinary uncontrolled business 
does not have this arbitrary price fixing but it is a 
fair assumption that businessmen pretty much auto- 
matically reason in the same manner as the regulated 
companies and universally act accordingly. 

55%. It: is perhaps not very good evidence, but 

it might be worth recording that in war-time with an 
excess profits tax in force it was very common for 
businessmen to state that they would much prefer a 
straight flat rate tax up to 60% or more on total 
profits, rather than a 40% minimum, with 80% of 100% 

on the excess, with 20% refundable. With a flat rate 
tax, pricing was simple and they knew where they were. 
Also it might be noted that after she War, there was 
little, if any, real pressure back of protests against 
the corporate tax which took away about half of business 


profits. The business world accepted this scale of 
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they would not have done so had Cobb cums that profits 
were reduced from what they were used to by the amount 
of the tax. It does seem as if business were taking 
care Of itself quite adequatély and did not have the 
nerve to squawk as they might have otherwise been ex- 
pected to do. 

56. Personal income taxes were successively 
Slashed after the war. Most special excise taxes were 
either abolished or reduced. The federal sales tax 

waS not lowered after the war, but then it was never 
increased during war time, and it stands at the same 
level today as it did in the thirties (old age security 
tax of 3% has been added to it). But the tax on corpo- 
rate profits has never receded from its war time peak 
either here or in the U.S. True, it is politically an 
easy tax to put on and a hard one to take off, but even 
so, if it were as harmful as text-book theory makes it 
Out to be, it is doubtful if it could have survided at 
present levels for so. long nor;.it is suggested, could 
the capitalist system on this continent have flourished 
as it has epee the period of “en taxation. 

erin So, biting the hand that feeds him these days, 
the writer of this memorandum concludes as a general 
proposition that corporate tax is mainly passed on to 
consumers, that industrial and commercial profits in 
Canada are not appreciably less than they would be with 
no tax on corporate profits, that prices are slightly 
but not much higher, that the incentive to invest and 


the capital available for investment have not been 
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appreciably impaired because of it, briefly, that gross 


national product in Canada is biceext what it would be if 
the same volume of corporate tax revenue had been col- 
lected in some Other way, Say, by means Of sales taxes 
on commodities and services generally. 
58. Recently the Canadian Tax Foundation has 
published a Tax Paper under the title "The Burden of 
Canadian Taxation". It was written by Professor Irving 
Jay Goffman, a Montrealer now at the University of 
Florida. It is an excellent piece of work, the type of 
study long needed in Canada. 
59. One very creditable thing about Professor 
Goffman is that he is not satisfied, as so many writers 
on this subject have been, with fuzzy indefinite state- 
ments. There is no pussyfooting in his conclusions 
about the incidence of the corporate tax. He says pre- 
cisely what he thinks. Here is what he ends up with: 
" eooolt Seems reasonable to divide up and 
distribute the total burden of the corporate 
profit's tax in the following manner: 55% was 
borne by profits, 30% was passed on to consumers 
through higher prices, and 15% was shifted to 
workers in the form of lower wages. But these, 
of course, are Only judgments of the writer, 
based on qualitative rather than quantitative 
analyses". 
60. Without attempting any further argument, the 
opinion is expressed here that Professor Goffman's views 
are quite out of line and that about 90% is passed on to 


\ 
consumers, 10% on..shareholders and none on wage earners. 
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61. In the preceding paragraph it is stated as 


a general proposition that the corporate tax is mainly 
passed on to consumers. This, of course, may not be 
completely accomplished in all industries at any point of 
time nor completely true for any particular industry 
throughout the cycle of recession and recovery. But 

even if in some instance the tax remained on the cor- 
poration, it cannot automatically be assumed that this 
would mean much by way of discouragement to new 
investment. 

62. Decisions regarding new investment are made 
upstairs by the management and submitted to directors 

of the corporations for approval. It is true that the 
directors aw the trustees of the: interests of the share- 
holders. In practice, of course, they tend to see the 
interests of the shareholders being pretty adequately 
looked after if they can make the business grow. In 

the cult of modern business, it is practically an 

article of faith that the only alternative to growth and 
expansion is a lingering death. In this view there can 
be no standing still. To halt is to perish. Growth is 
the price of survival. New inventions bring obsolescence 
in their train practically compelling new capital outlays 
Values of existing assets can be maintained only by 
modernization involving new capital expenditure. 
TON within a dynamic economy constantly override 
the cautious nutaueiiiian of the financially-minded who 
tend to be preoccupied with close percentage yields. 

Most of the urgent drive for the bigger, better and 


faster ignores the unpleasant fact of having to share 
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with the government the fruits of success in broader 
fields of activity. New records of greatness pass as 
proof of the soundness of progressive management. 

63 In Canada - in the past at least - capital 
expenditure in finding and developing new sources of 
minerals and energy has tended to set the pace for 
country-wide business expansion. Here the main driving 
force is not immediate profits carefully calculated as 
a percentage on new investment. More likely it is the 
fear of future secarcities and the urge to acquire in- 
ventory in the ground to give security for the mainten- 
ance of future operations. Natural resource develop- 
ment in Canada a eae become empire building. The 
immediate level of profits and taxes thereon is not too 
Significant. | 

64. Within this milieu of compulsions and 
urgencies in both primary and secondary industry, are 
obvious grounds for caution in accepting too readily 
easy generalizations about the effect of high corporate 
taxes on venturesome capital. The diverse mixture of 
motives and circumstances governing investment decisions 
in a growing country defeat the search for simple con- 
elusive answers. He who holds forth on the crippling 
effects of corporate taxes can doubtless mention parti- 
cular situations where the thin margin of profit after 
tax has discouraged some See ae hess embarking on an 
otherwise sensible extension to their businesses. Big 
shots in the mining industry will assert with some 
horror that high corporate taxes convert valuable ore 


into waste rock and it is probably true that some low 
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grade bodies may be by-passed irrevocably because of the 
low residual profit after tax. An inaccessible stand 

of merchantable timber may be left to deteriorate into 
worthless old trees ered there is not enough in it 
after tax to justify the risks involved in organizing 

a show to take it out. But for the high tax on profits 
it might have seemed worth eink. 

65. There is some substance in these assertions 
and they deserve some attention but broadly considered 
these relatively minor instances of discouragement to 
action should not be blown up as a fundamental criticism 
of the system. 

66. There are, of course, bad by-products of a 

tax of which it can be said in charging items to p & 1 
that half the cost comes out of the government anyway. 
Niso it is not denied that a cut in corporate taxes 
would give a real, if temporary, lift to business. It 
would greatly improve this so-called climate and the 
business world would with one accord agree that at last 
they had a Government in Ottawa that understood their 
problems. It would really help but it sae take a 
courageous government to do it. 

GPs If the above conclusions are generally ac- 
cepted for domestic business it might still be held that 
Canadian export sales are badly inhibited by our high 
tax on profits therefrom in competition with other 
countries. It seems, however, that business men the 
world over look on the corporate tax in their own 
ehuminds in about the same way as Canadians do and 


that moving from domestic to foreign trade does not 
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alter the situation very much - they all still try to 
pass on the tax. 

68. The implication of this situation is that al- 
though Canadian producers may not suffer much positive 
tax disadvantage in international competition, a lower- 
ae of our corporate tax would improve their competitive 
position abroad. It is against the rules of GATT to 
give tax incentive abatement on profits from export 
Sales as such but a lowering across the board would 
help. The loss of revenue could be picked up through 
Sales tax which does not apply to goods exported - a 
Standard rule. This would seem to be good national 
policy for Canada. It would not make much sense, how- 
ever, to those who believe that the incidence of the 
corporate tax is mainly on the shareholders and not on 
the purchasers. 

69% In the U.S. the tax is 52%, in the U.K. it 

is 384% plus 10%. Generally in continental Europe 
corporate taxes are not appreciably less etek ours « 
Canadian business men after trips to Europe, however, 
are inclined on return to hold forth pretty vigorously 
about the tax incentives that are offered to their 
competitors by governments abroad. Actually the in- 
ecentives are very few and not too important. 

Qe After having considered the individual income 
tax and the corporate tax separately, comment might be 
made on those who in an analysis of our system bring 
together the combined effects of the two taxes. It is 
i aie etn example, that 50% comes out of the dollar 


» earned by the corporation and that another, 
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say, 70% (less 20% tax credit) comes out of the share- 


Add 


holder dividend, eave ne only 25 cents to the original 
investor from the dollar of profits earned by his in- 
vestment. This sort of assumed result is supposed to 
show that our system is pretty vicious and practically 
impossible. If this were the practical result in the 
ordinary case it certainly would be. 

(As This however, seems scarcely a realistic way 
of setting forth the incidence of taxes on the ordinary 
investor who, say, decides to buy a few shares on the 
market. Here the adverse effects (if any) of the 
corporate tax on the profits of the company will al- 
ready have been reflected in the market value of the 
shares. The new investor buys in on a yield basis of 
market price in relation to dividends after corporate 
tax. So it cannot be said that the corporate tax takes 
50% out of the profit dollar eioaea on his investment. 
It was already out’ before he invested. As for personal 
income tax, if his aisuinnt rate is 70% it will be 50% 
after the tax credit. However, if his eorporation 
follows normal practice, it will pay out to the in- 
vestor only about half the earnings his investment has 
bought, the other half will be retained and will add to. 
the net worth and future income of his investment. If, 
as is to be expected, this growth is reflected sub- 
sequently in market values, our investor can realize on 
it at any time tax free. In effect he will have ob- 
tained without any tax at all the value of half the in- 
come meee his original investment. He will have paid 


50% tax on half the income of 25 cents out of the 
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dollar earned on his investment, which is not too bad 


A34 


for a man in the $125,000 income bracket (the 70% rate 
starts at this point). | 

723 As for the person who participates in the 
original financing of a new venture (or the extension 
of an existing one) the calculation of expected return 
will always be on an after tax. (corporate) basis. It 
is true that 50% of gross profit will be taken in tax 
but pricing will be set up so that the net profit will 
spenie i as the expected return on the dollar invested. 
It is scarcely true to say in the circumstances that 
the corporate tax cuts in half the earnings on invest- 
ment when this half is already set aside as a reserve, 
as it were, for the government and allowed for in making 


the investment. 


The 20% Tax Credit for Dividends 


toe At this point in the analysis of the effect of 
taxes on the Jee market it is perhaps appropriate 
to have a look at the 20% credit given to individuals 
on dividends received. This cet in government policy 
was preceded by some decades of pretty outspoken 
criticism by students of public finance both here and 
in the U.S. against the so-called double taxation in 
our revenue systems, where corporate earnings were 
taxed and the dividends out of these earnings were 
again taxed in full when received by the individual. 
It had long been the inclination of officials in the 
Department of Finance to do something about this and 


with the funds available for tax cuts in 1949, the 
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Government was persuaded to make a start and gave in- 
dividuals a credit against ieee income tax bills of 
an amount equal to 10% of the dividends received from 
taxable Canadian corporations. 

TA. The main argument in support of this policy 
in Parliament was the removal of double taxation - 
mainly Ae argument of fairness. At the same time the 
corporate rate On small business was feed elie 10% on 
profits up to $10,000. These two measures combined 
had the effect of completely removing so-called double 
taxation on three-quarters of all taxable eae 
in Canada (not, however, on three-quarters of total 
corporate profits) Today the credit is 20% and the 
low rate of 21% tax applies to profits up to $35,000. 
Yicw The United States followed us some years 
ago with a very modest credit of 4%. However, the 
steam seems to have gone completely out of the strong 
sentiment which used to exist in the United States 

for this move. Possibly the loss of enthusiasm stems 
from the cine realization that little, if any, double 
taxation actually exists, that the burden of the cor- 
porate tax is generally passed on in higher prices 
rather than back on the shareholder. In Canada the 
second move from 10% to the present 20% was never 
defended in Parliament on double taxation grounds. 
Rather it was declared to be encouragement for Canadians 
to acquire a greater stake in. their own industry, to 
improve the market for equities and generally to be a 
good thing. 


76.6 It is always impossible to measure the results 
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of tax ‘incentives. One can never know exactly how good 
they are or what they accomplish. Always, however, 

One can be sure that through their use most people 

Will have been paid for doing something that they 

would have done in any case. But this is not neces- 
sarily very good argument against the tax device if it 
makes some appreciable headway towards the objective. 
TT. In this memorandum the 20% tax credit is 
firmly defended as a sound policy for Canada. It is 
openly nationalistic in its effects - the taxpayer gets 
20% off for Canadian company dividends but nothing off 
for, say, U.S. Corporate dividends. God knows we all 
deplore the degree of foreign ownership of Canadian 
industry and this is a positive but modest step in doing 
something about it. It would be a great thing if there 
were a wider diffusion of stock ownership among in- 
dustrial workers. Profit-sharing plans are good, Stock 
purchase plans to enable employees to acquire stock in 
their company considerably below market are excellent 
and the tax law practically turns a blind eye to these 
benefits. Stock option tax provisions are extremely 
generous in encouraging business executives to buy into 
the company they work for. Anything that encourages 
middle and lower income people to save and acquire tax 
free income from equities is all to the good. The 20% 
tax credit is a step in this direction. 

783 It is asserted here without defending argument 
that a graduated income tax is an unfair tax, that there 
is no economic principle, nor any abstract or objective 


reasoning that can give justification for it. It is a 
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1 political device that quite naturally is popular and 


this explains why it is followed and pushed to such 
3 absurd lengths. But this does not sanctify it. The 


reason for this statement of belief in the fundamental 


a 

5 unfairness of our graduated tax is to supplement the 

6 argument that the 20% dividend tax credit is sound 

,| policy with the belief that giving tax relief to those 

8 on whom falls the burden of graduation in income tax, it 
9 makes the tax a fairer tax. 

10 196 As for objections to the dividend tax credit, 
11 apart from some suggestions that it has not been too 

12 effective in accomplishing anything, is the fact that 

13 potentially it could give undue tax exemption. CCF 

14 members in the House have pointed out at times that 

15 a person with a $10,000. income could escape income tax 
16 completely because of the 20% dividend tax credit. The 
7 case taken is one where the person's total income was 

18 dividends from Canadian taxable corporations. If these 
19 dividends were from mining or oil companies whose 

20 shareholders are entitled to depletion the figure for 

m1 totally exempt income would be about $12,000. The 

22 answer to this criticism is that it is doubtful if there 
23 is such a person in Canada. However, the objection still 
4 remains on paper aS a possibility. It could be corrected 
25 by a Simple provision in the law stating that in no 
6 ease should the tax credit reduce a person's total in- 
27 come tax liability by more than X% (say 50%). 

28 80. A few words should be added about the techni- 
29 cal his of our method of removing “double taxation". 


30 Canadian law regards the corporate tax as inviolate and 
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irrefundable and abates personal income tax up to a 
point to wipe out duplication. In the British system, 
on the other hand, the individual income tax is ir- 
panusavne and relief is given in respect to the tax 
paid in by the corporation. Accordingly, in the U.K. 
if the standard rate paid in upstairs by the corporation 
on behalf of the shareholders is higher than the share- 
holders’ personal income tax on that dividend income, 
he can claim a cash refund: Canada side-stepped the 
almost impossible administrative problem of refunding 
corporate tax to shareholders (where the upstairs rate 
exceeds the downstairs rate applying to shareholders), 
by giving relief in respect of the duplication caused 
by the downstairs tax rather than that caused by the 
upstairs one. 

81. The U.K. tax paid by corporations is in 
principle merely deduction of standard income tax at 
the source just as we have deduction at the source from 
wages and salaries. Likewise in the U.K. the share- 
holder has to gross up his dividends just as we have 

to gross up wages and salaries and take into income 

for tax purposes what we would have received had no tax 
been taken off by the employer. In Canada we do not 
require grossing up on dividends received since the 
corporate tax is legally a tax on the corporation and 
not on the shareholder. We take into income only the 
actual cash dividend received. 

82. The reason for this tedious and complicated 
ce eleauies is to point out that in our method of giving 


relief from double taxation up to 20% we have gone about 
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as far aS we can go without giving to the upper bracket 
people a relief from double tax greater than they in 
fact suffer (assuming the incidence of the corporate 
tax is on them). The explanation for this perhaps un- 
suspected result lies in the fact that in not grossing 
up the shareholder never has to take into income to be 
taxed at say, an 80% rate, the piece of income which 
he never receives because it is passed across to the 
Government upstairs in payment of tax on the whole 
profit of the ecorporation. 

83. It was mentioned above that the increase from 
10% to 20% in the tax credit was not presented to 
Parliament on grounds of removing the double taxation. 
There is no reason, therefore, why the credit might 

not be moved up beyond the present level purely as an 
incentive measure quite unrelated to any question of 
double tax. In the light of all the circumstances in 
EGumds it is suggested here that a further upward move, 
say by 10 percentage points in the tax credit, would be 


amply justified. 


Interest _as a Deduction in Computing Profits for Tax. 


84, Fairly closely related to the question of 
broadening share ownership in Canada and generally 
improving the market for equities is the question of 

the assumed inducement in corporate financing to issue 
debt rather than equities because interest on debt is 
allowed as a deduction in computing profits for tax 
purposes while dividends, of course, are not. Sometimes 


this point is raised in the form of a question. It is 
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Stated that since the capital used in a business, whether 
equity or debt, is homogeneous and all of it produces 
the same profit return why should capital raised by 
fixed obligations be treated differently than share 
capital in det hihite waitte taxable profit? In brief, why 
should interest be allowed as a deduction? | 

85. Of course the complete and simple answer to 
this question is that the corporate tax is a tax on the 
profits of a corporation. It would be just as logical 
to ask why wages and salaries are allowed as a cost or 
Why give capital cost allowances. In other words why 
not have a tax on gross receipts, a tax on value added 
or a tax on gross revenue rather than a tax on profits 
of the corporation. The corporate tax is a tax on the 
revenue remaining in the hands of the corporation after 
it has deducted all costs incurred in earning the 
revenue. Interest on borrowed money is a ecuin There- 
fore it is allowed as a deduction. 

86. Perhaps the question should be whether as a 
matter of policy it would not be better to disallow 
interest as a cost and reduce the corporate rate to the 
extent allowed by the additional tax revenue produced 
by the disallowance of interest. Annual interest. 
charges (bond, mortgage, bank and other) against 
eorporate profits of corporations in Canada are of the 
order of $600 million. At an average effective corpo- 
rate rate for large and small corporations of 45% 
(Federal and Provincial combined), the disallowances 
would yield about $270 vidi ecert* vilithole would permit a 


reduction of say, 9 percentage points in the average 
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corporate rate. 

Sia It is assumed that this question of dis- 
allowing interest as a deduction is usually raised by 
those who believe that the present situation leads to 
distortion in the capital structures of companies, that 
it induces them into dangerous equity-@ebt ratios in 
their financing and that this is bad. It is suggested 
here that the so-called tax factor as a determinant in 
the set-up of most companies is greatly exaggerated. 
Surely if the gross rate of profit (before taxes) on 
total capital employed is above the borrowing rate for 
the corporation (and it usually should be) it will 
always be to its advantage to borrow as far as it safely 
can - quite apart from the question of tax calculations. 
After all there is such a thing as trading on equity 

or getting as much leverage as is safely possible on 

an equity position. 

88. There may very well be situations where the 
interest deduction factor will swing a close decision 
between the issue of preferred stock vs. bonds but it 
would be a mistake to attach too much importance to 
this particular situation in assessing the overall 
picture. 

89. This general statement about the inherent 
advantage to shareholders of a prudent degree of debt 
financing by their corporation of sate needs a multi- 
tude of gualifications. Its reasonableness in any 
particular situation will depend on many things: It 
assumes that the securities of the corporation are 


widely held, that the common shareholders and bond 
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holders are numerous and not identical persons. For 
example, it might ye assumed that a small private 
company would almost automatically be financed almost 
entirely by bonds to secure the maximum interest 
deduction since if the controlling shareholder owned 
all the bonds he would never put his own company into 
receivership if at any time it could not promptly meet 
its paper obligations to himself. However, if the 
chief shareholder were in a high personal tax bracket 
he might not wish to be compelled to take the interest 
into income (as under the circumstances he would have to 
do) but would prefer to leave these earnings upstairs 
in the company to accumulate. Ordinarily he could 
draw out what he needed in the form of salary or else 
declare himself a dividend for whatever cash he needed 
and, incidentally, get a 20% dividend credit by having 
the earnings come out via this route. But again the 
net tax benefits may depend on whether and by how much 
the annual profits in his company exceed $35,000, the 
point at which the high corporate rate commences. 

90. The financial structures of all wholly-owned 
subsidiaries (whether foreign-owned or Canadian-owned) 
will not be influenced at all by the interest deduction 
factor. In this situation, the tax saving in the sub- 
sidiary through charging interest payable to the 
parent is cancelled out because the parent is taxable 
on interest received but not on dividends received if 
the parent is a Canadian company. In the case of a 
subsidiary wholly-owned by a U.S. parent it Would be 


to its disadvantage to be financed by debt if the U.S. 
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tax rate were above the Canadian rate, which it usually 
has been in the past. Furthermore, the U.S. parent very 
frequently wants to plough back all earnings in Canada 
and in this case debt financing would be inappropriate. 
Thus, apart from the argument that over quite a wide 
range of companies, it is not the tax factor but other 
Shareholder advantages that are responsible for debt 
financing, there is, in addition, quite a broad area 
where any assumed tax advantage is neutralized by dis- 
advantages in other directions. 

Ql. Perhaps one of the greatest objections to a 
policy of disallowing interest as a deduction is the 
unfairness it would inflict on small business men trying 
to build up a business with inadequate capital of their 
own and who have to finance by debt - mortgage, bond, 
bank or otherwise. One immediately thinks, for example, 
of the growing number of customers of the Industrial 
Development Bank as typical of the group who would be 
adversely affected by interest disallowance policy. 

The small business man with adequate capital resource 

of his own would have a distinct advantage over him who 
had to borrow to finance his nitecebe Not good. 

92. Always in tax policy matters changes from the 
Status quo which in themselves might be good have to 

be discarded because of the disruptions, disturbances 
and the upsetting of legitimate expectations caused by 
the change-over. The disallowance of interest, even 

if it were good in principle, would probably, as a 
policy, founder on this rock. It is doubtful if any 


political government would be willing to walk into the 
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uncertainties involved in such a measure. It could, 

of course, be worked into gradually, say one-fifth 

of the change-over in each of five years. But even so, 
the adjustments in the business world would be bound to 
be pretty dramatic. Assuming the disallowance would give 
revenue to allow for a 20% cut in the corporate rate, 
then all corporations with no debt would have their 
taxes reduced by this degree. Companies with a high 
debt ratio on the other hand would be severely penalized. 
The stock market would at once react, erratically of 
source, to these altered prospects. 

95. » » Just ee example, the tax liability of Bell 
Telephone (held by so many widows and orphans) would be 
substantially increased. Many shareholders would panic 
and dispose of their shares not knowing of the 
probability that the Board of Transport Commissioners 
wound later get around to giving rate ‘Heredesetsut= 
ficient to offset the higher tax. This in turn would 
increase the telephone bills of the legion of Bell's 
customers and they in turn would have something to say 
to the Government about this. 

94. It is not the purpose in the foregoing para- 
graphs to give too much emphasis to the purely political 
arguments against the policy but rather to indicate 
briefly the range of purely fortuitous gains and losses 
to shareholders and customers in the community through 
such a far-reaching change in tax policy. Fortuitous 
gains and undeserved losses of this kind in the com= 
munity are both bad in principle. There would have to 


be very strong positive arguments in favour of 
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disallowance of interest as an expense to justify the 
disruption it would cause. This memorandum bluntly state 
that none have been put forward so far that would come 
anywhere near giving warrant for the policy. Not that 

it is relevant to the argument but so far as is known 
here, no other country has ever followed a policy of 
disallowing interest as a deduction in computing cpendits 


for tax purposes. 


Taxation of Capital Gains 


95. The two countries with which Canada is most 
closely associated both tax capital gains. In the U.S. 
this has been the practice from the early days of income 
Pah THe BK hada Yenturya Unta tats croesieseas Cis 
only recently and only in a limited way. In view of the 
potential effects of this kind of taxation on capital 
accumulation and the operation of the capital market 
Opinions regarding it might be appropriate in this 
memorandum. Following is some analysis of various 
points to consider in assessing the expediency of a tax. 
on capital gains in Canada. 

96. We do not at evesent and never have taxed 
capital gains in Canada. The Courts have seen to it 
that our tucone Tax Acts have taxed income only (in 
their opinion at least, which is law). Accordingly, 
ng a safe statement for a layman to make. However, 
in recent years, there has been a considerable volume 

of assertions that in fact the administration has 

pushed assessments pretty deeply meen the field of 


gains on capital transactions. 
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97. | What in fact has happened is that the 
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Department, after years of turning a blind eye on 
certain transactions started issuing assessments against 
people who had not been reporting certain gains as in- 
come. Mainly the Department concentrated on real 
estate, second mortgages and various miscellaneous 
deals. They have rather meticulously avoided the 
general field of dealings in securities (except some 
promoter type in-and-outers) which is next to impossible 
to sort out satisfactorily under an income tax law. 

In this, the Department has followed pretty closely 

the U.K. pattern of income tax administration and our 
Courts have leaned heavily on U.K. jurisprudence and 
judicial reasoning. 

98. AS an approach to the question of the ex- 
pediency of a capital gains tax for Canada, one might 
take a critical look at the usual economic arguments 
advanced against such a tax. 

99. We have ak heard many times in discussion 

of a tax On capital gains, the so-called argument that 
in a new, growing, immature, capital-importing and 
underdeveloped country, such as Canada, struggling for 
the rapid development of our boundless natural resources 
with which Divine Providence has so richly endowed us, 

a tax on capital gains would be a very bad thing. This 
sort of stuffy assertion rarely if ever carries with 

it any supporting argument. By itself, it sounds so 
impressive that no one seems to have bothered to 
pee it. Mostly this is utter nonsense. 


100. If this assertion were analyzed, one supposes 
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the argument would be that because a person would be 
liable for a tax upon the excess of the Selling price 
Over the original cost to him of a piece of property, 

he would be disinclined to enter into the transaction; 
that he would be discouraged from undertaking various 
business enterprises and ventures, all of which would 
have a stultifying effect on the business world; that 
enterprises which should be undertaken would be foregone 
because of the possibility that at some future time 
there might be a tax on gains from the sale of some or 
all assets. This does not sound very convincing. 

Surely for most people embarking on a serious business 
project the least of their troubles would be the 
question of tax on the eventual sale of business 

assets at_an advantage some time in the future. 

I1ls¢ With a tax on capital gains on the books just 
as many fishermen would build or buy boats or ships and 
go down to the sea in them; just as many farmers would 
buy farms, machinery and equipment; put up buildings 

and go on labouring from dawn to dark. Who will suggest 
that the number going into the wide range of manu- 
facturing industry would be deterred from doing so 
because of a tax in the event that they subsequently 
sold some of their assets at an advantage some time 
thereafter? Who would argue that activity in the broad 
fields of merchandising, transport, the service in- 
dustries and all the host of many small enterprises 

that make up the business life in the community would be 
less than it now is because of a tax on capital gains? 


Most people do not go into business with the idea of 
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selling out again shortly. 
102. As for the natural resources industries, it 


is not easy to believe that opportunities for profitable 
development would be passed up because of a capital gains 
tax. Who would say that the Knobb Lakes, Wabushes, 
Kittemat-Kemanos, Thompsons, Yellowknifes, Blind Rivers, 
the Leducs, Redwaters, Pembinas would not have appeared, 
and. just as soon, if there had been a tax on capital 
gains in Canad? 

LO Dr In considering a tax on capital gains most 

of us, it seems, are inclined to think in terms of its 
effects on individuals qua individuals. One rarely 
thinks of its impact on corporations. However, by far 
the greater volume of business that keeps our country 
going today is done by corporations. Decisions will, 

of course, be made by individual officers of the 
corporation. One ventures to suggest that management 
decisions for the acquisition or disposition of proper- 
ties and assets in the ordinary course of carrying on 
the main business of the corporation would rarely, if 
ever, be influenced by a reasonable tax on possible 
gains from a subsequent profitable sale of corporate 
property. 

104. To this point an attempt has been made to 

set the problem in perspective. The first conclusion 
then is that the introduction of a capital gains tax 
would scarcely cause a ripple over the vast sea of 
ordinary business transactions and economic activity in 
Canada, that things would move along about as they are 


now doing. Gross National Product would be about the 
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same. The heavens would not fall. But, of course, 

many would scream to high heaven that disaster was upon 
uss 

Loos It might be held that the above analysis, 
which has looked broadly at the business world as a 
going concern and has concluded that a capital gains 

tax would not disturb matters very much from the present 
pattern, is too simple and too superficial in its ap- 
proach, and that really important detrimental effects 
would work themselves out beneath the surface of things. 
Possibly, it would be argued that although the entre- 
preneur would still be full of beans and would be en- 
thusiastic to proceed with his plans for a profitable 
venture, he would not find it so easy to get financial 
support for his project, that a capital gains tax would 
have seared away a significant volume of capital that 
would otherwise be willing to join a venture having 
good growth prospects. 

TOG’: It is perhaps impossible to attempt an exact 
generalization about the over-all financing situation 
in which new business ventures secure their funds. 
Broadly, however, it might be said that there are two 
main sources of venture capital that might be looked at 
to assess the possible effects a capital. gains tax 
might be expected to have, e.g., (a) the stock market, 
and (b) monied or well-to-do individuals or groups of 
individuals who provide backing for more or less closely 
held enterprises. 

Tor. Speaking as one quite out of his depth in 


these matters, one might still venture the opinion that 
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a moderate tax on capital gains, say, 10%-20%, or even 


1 

° 25%, would not have a very significant effect on the 

3 dollar volume of funds flowing into stock markets in 

4 Canada today. if losses were allowed. In the first 

5 place there is the large, solid, supporting group whose 
6 main abject in buying securities is to secure a 

3 | relatively constant flow of income from stocks with the 
8 intent to hold, who should not be deterred from 

9 continuing to invest because of a tax on subsequent 

10 eventual selling out. They could, of course, be ex- 

11 pected to protest bitterly and predict the ruination of 
12 the country, but one can doubt if they would cease in- 
13 vesting the same volume of funds in equities. 

14 108. Another very large group supporting the 

15 market is made up of investment trusts, pension funds, 
16 life insurance companies, universities and charitable 
7 institutions generally. They would all be unaffected 
18 by a tax on capital gains. It is not known what pro- 
19 portion of the market for equities is represented by 
20 the groups just mentioned, but we all know that it must 
1 be very substantial indeed. 

22 109. One cannot be too sure how a capital gains 

23 tax would affect that very numerous, hardy and hopeful 
94 perennial group of souls who, operating a bit breath- 
25 lessly on tips and rumours, venture mightily into the 
6 market with a few hundred dollars or m re, usually in 
7 mines and oils where really startling and exciting 
28 things can happen any time. One can guess, however, 

29 that aves of them would be extremely reluctant to forego 


30 their noon visits to brokers' offices, the pleasure of 
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telling their friends how well they've done in the 
market, and the exhilaration of being a knowing sort of 
capitalist fellow, full of wisdom about this and that 
in the business world. Then too, one should always 
remember that if capital gains are taxed, capital losses 
may be deducted. This fact, one can be sure, would 
free most of the amateur in-and-outers from any year- 
end liability for capital gains tax. wed ise is regard- 
less of how this group would react, it is unlikely that 
these small operators contribute very greatly to the | 
total of funds left in the capital market for economic 
development of the country. 

110. As for the substantial knowledgeable 
Operators who are in and out of the market with con- 
Siderable regularity it is not to be expected that they 
would give up because of a moderate tax. One does not 
a of a searcity of this kind of venturesome money 

in the U.S. 

Lil. The significance of the second broad source 
of outside venture capital, the moneyed, well-to-do 
individuals, is harder to assess. These fortunate 
souls may take the initiative in seeking out op- 
portunities for placing fairly substantial blocks of 
funds or, perhaps more frequently, they are approached 
by others of the same general cult, but more of the 
promoter type with a sales talk. These latter 
characters may be willing to let big money in, give 

it the opportunity to participate in something that is 
being built up or put together: Undoubtedly this group 
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their energy, ingenuity, venturesomeness and general 
pushiness would not otherwise take place in the busi-=- 
ness life of the community. Some person always has to 
have ideas and take the initiative to start things 
moving. They are a valuable asset in any country. 

Ele ¢ | Granting, however, that as a total the funds 
placed in industry by moneyed individuals in blocks 
through direct contact with persons taking the initiative 
in a venture is quite substantial, it does seem that 
we have to look a little more closely to see whether 
generally their idea is mainly to get in and out again 
fairly soon and make a quick capital gain, or whether 
they plan to hold on somewhat indefinitely to reap the 
benefits of the venture through a flow of income with 
growth prospects over a 5, 10 or 15 year period. It 
seems reasonable to assume that the relatively big 
money fits into the latter group, that is, that it tends 
to stay in for eventual results, and that the in-and=- 
outer, the promoter type of restless money, while 
important in its way, is not so significant in the 
broad economic development of a country. 

Pas If this view is somewhere near right, the 
fair » Grratttivad cuted be drawn is that the big, important 
flow of venture money from individuals would not he 
significantly affected by a tax on capital gains. The 
other, the quick, year-or-two, in-and-out money would 
probably be deterred to some extent by a capital gains 
tax - the extent being determined mainly by the level 
of the tax. Probably 25% would not kill much. 


114. Again, in considering the part played in our 
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- the urge to put ideas into bricks and mortar - we 

must constantly come back to the fact that in our modern 
economy it is mainly big corporations with money, vision 
and know-how that are responsible for the main course 

of economic development, new capital investment, and, 
generally, for making the economy march. 

Dis To be impressed by this fact, one merely has 
to look over the giants and even lesser operating units 
in the fields of manufacturing, transport, public 
utilities, marketing, and so on. Particularly, is this 
evident in the development of natural resources. The 
mining industry today, for example, is dominated by 
empires. They do their own exploring, developing, 

and constantly are on the look-out for likely new 
significant ore sido In the oil and gas industries, 
the big money flow is through a handful of large, in- 
tegrated companies ache an international flavour. Pulp 
and paper companies have to be large in order to operate 
at all. This is no place for the individual with a few 
hundreds of thousands of dollars. Old-timers and in- 
dependents in the natural resources fields may deplore 
these facts, but they cannot be disregarded in summing 
up the situation. The point of all this is that the 
investment activities of these corporations would be 
completely unaffected by a capital gains tax. In- 
cidentally, mention might be made here in passing of 
the extent to which new capital investment by corpor- 
ations is financed out of retained earnings, and, ac- 


cordingly, is not dependent in any way upon outside 
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investor decisions for this supply of capital. 

76° There are quite a number of people in this 
country who claim they are in favour of a capital gains 
tax and offer an inverted sort of argument related to 
what is suggested above. Their position is somewhat 

as follows: Canada professes not to tax capital gains 
today. However, the uncertainty in the law through lack 
of clarification in some directions is such that people 
are deterred from proceeding with important business 
transactions because of the fear that they will be held 
by the Courts to have entered into an "undertaking" or 
"an adventure or a concern in the nature of trade". 

If this horrible fact can be proven against them, then 
the alleged capital gains will in law be profits from 

a business and taxable in the hands of an individual 

as regular income at full graduated rates, possibly as 
high as 60% or 70% or more. Accordingly, it is argued, 
we should have a capital gains tax under which this 
kind of gains would be taxed at the relatively low 
capital gains rate, which would not, it is held, deter 
the person from going ahead with an undertaking of con- 
siderable importance to the community. He would have 
certainly™ 

ers This proposal, however, does not really touch 
the problem. The mere introduction of a tax on capital 
gains as our present law sees bheli would not at all 
cure the situation just described. The gains just 
referred to, which, if held by the Courts to be income, 


would still be income taxable at graduated rates even 


after the introduction of a capital gains tax, unless 
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simultaneously the present definition of income were 
changed. The transactions in question could only be 
freed from graduated tax by re-defining what constitutes 
carrying on business. There would still remain the 
problem of drawing a line in this very awkward field 
where carrying on business is essentially a matter of 
degree and is not absolute. The problem of uncertainty 
would continue to exist, even under the most skilfully 
worded amendment directed towards a less inclusive 
definition of income from a business. 

118; Those who suggest the general capital gains 
tax on the grounds mentioned above - in effect to im- 
prove the capital market.- are fumbling pretty badly. 
There is obviously no point whatsoever in imposing a 
Capital gains tax across the board - the U.S. type - 

to cure the marginal apnea they are concerned with. 
This is simply asking for more trouble. What only is 
needed are words Nae which in a negative way 
would declare that doing certain things does not consti- 
tute SORE on business and giving rise to income. 
119. This may sound like a very fruitful approach 
but it has been tried and found to be pretty difficult. 
Section 83(3) of the Income Tax Act does something 
along this line to free from tax the gains from grub- 
staking mining prospectors. Probably no one is very 
happy about this provision. It has given rise toa 
breed known as Bay Street prospectors. 

120% It is ere to know how many of these 
Giculenhea promoter type transactions are inhibited by 


the fear of graduated income tax or how important they 
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are. These promoter fellows, of course, can be an ex- 
tremely valuable asset in the economic community. It 
would be too bad if many were restrained through tax. 
However, it almost goes without saying that the blame 
placed on the tax in all back-room discussions on this 
subject - which is where most of them take place - will 
be gr atly exaggerated. It could be just a relatively 
small fringe problem, deplorable but bio too fundamental 
L221. There are two more points about a capital 
gains tax that might pétmaee in this section dealing 
with economic arguments pro and con. The first has to 
do with the amount of capital that, as it were, would 
be taxed away from the capital market by such a levy. 
There has been some talk recently from the political 
Left that a capital gains tax could be used to finance 
more social security. This is a pretty extravagant 
piece of election patter. Possibly a capital gains tax 
in Canada would produce $80-$100 million a year. It 
would not be a big revenue producer. It is not im- 
portant even in the United States revenue system. As 

a matter of fact, in the United States it has been said 
that the capital gains rate is used as much for giving 
relief from higher normal rates as it has for imposing 
extra tax. 

t22. In good years in Canada the total amount of 
capital invested is something of the order of $9 billion 
Thus an amount of about 1% of this total might be taxed 
away. Of the amount taxed away let us arbitrarily say 
that perhaps one-half might be from transactions in 


property in personal use rather than from property used 
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in business. This would mean then that the capital 
gains tax had depleted capital otherwise destined for 
economic or productive growth by something of the order 
of one-half of one percent. This is not a figure 

large enough to cause alarm in anybody's heart. It can 
be agreed then that a capital gains tax would not cut 
deeply into the national capital account. 

125. The second point which might be made against 
those who fear drastic economic effects from a capital 
gains tax is to invite them to look south of the border 
where such a tax has been operating for many decades 

- God help them. Economically, they seem to have done 
very well in spite of ite The non seguiturs in this 

as argument aBé to be ignored. The fact is merely 
mentioned in passing. 

124. From the above rather sketchy analysis it 

is fair to conclude that the usual claims about the 
dire effects on the business community of taxing 
capital gains are quite immoderate to say the least. 
They ire another example of the sort of easy exag- 
geration that almost automatically flows from emotional 
expressions on tax matters. The main objections to 
taxing capital gains are not to be found in the alleged 
disastrous effects on the capital market but elsewhere. 
These will now be explored. 

1253 First of all, no government in Canada should 
consider for a minute a tax on capital gains measured 
in dollars until the value of these dollars has been 
firmly stabilized, that is until we can be assured that 


the danger of inflation has been clearly wiped out of tk 
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picture. With inflation, a tax on so-called capital 
gains becomes a very unfair and arbitrary tax on capital 
itself for those compelled at various times to realize 
on the accrued increase in the dollar value of their 
property. The Canadian dollar is worth less than half 
of what it was in 1959. For purposes of-illustrating 
the point being made, let us assume that a person 
bought a house in. 1939 for $10,000. Today if the house 
has moved up in value corresponding to the fall in the 
value of the dollar, it would be worth something over 
$20,000. ..In selling it for that upon. having.to move 

to take .a job elsewhere, One would be liable for tax 

on $10,000 plus capital gain and would, accordingly, 
find himself short of the funds needed to purchase in 
1962 the same sort of house he just parted with. Of 
course, this sort of situation can be alleviated by 
making exceptions as they do in the U.S. if the tax- 
payer re-purchases a house within twelve months or has 
one rebuilt within eighteen months. In the U.K. they 
exempt sales of houses occupied by the taxpayer. But 
this is where complexity begins to take over. The un- 
fairness of a capital gains tax where inflation operates 


cannot possibly be cured by creating exceptions. The 


- law would completely bog down in utter complexity, ad- 


ministrative impossibility and floods of litigation. 
126. The main case against a capital gains tax 

is its complexity. It has been held that there is more 
litigation in the U.S. in this relatively narrow field 
than a os is in all the remaining sections of the law 


put together. It is just not a good way to raise 
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revenue. If the government needs an additional $100 
million of revenue (and it badly does) there are many 
better and fairer ways of getting it than imposing a 
general tax on capital gains. A capital gains tax 
imposed say, in 1962, to apply then and thereafter 
would require everybody to establish somehow, somewhere, 
the value of all his property piece in that year so 
that 10, 15, 20 or possibly 50 years hence he could 
declare and prove that upon sale of the property his 
capital gain was exactly so many dollars, no more, no 
less after, of course, having kept track of all such 
things as taxes, depreciation, maintenance, repairs and 
SO on for all the intervening years. Surely the more 
statement of these requirements is sufficient to make 
it obvious that this would be a very very troublesome 
sort of tax for both the government and the tax-paying 


public. 
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ARs s The answer given by U.S. experts that in 
their country it works is not good enough. It is weil 
known that the U.S. tax law and its administration cal 
for more complex artifical and unreasonable burdens of 
tax compliance than any government in Canada would eve 
dare to try to impose or inflict on our long-suffering 
public. The insidious part of it is that in principle 
the capital gains tax is very simple but, in fact, the 
complexities in it are quite appalling. 

128. | It can be said with some truth that a tax 
on capital gains is merely an estate tax in a hurry. 
It taxes capital gains when they are realized instead 
of waiting to tax the accumulation at the end of the 
road to pick up revenue through a tax on the total 
estate. Furthermore, looked at analytically, it is 
quite anomalous te build a tax on capital gains into 
and make of it an integral part of a graduated tax” 
on income, 

129. Income tax is a tax on a flow of income. 
Being a flow it has to be measured by reference to a 
canoe of time. We use an arbitrary twelve month 
period. Personal aisuntious are then related to the 
iength of this accounting period. If the accounting 
period were twice as long the personal exemption would 
have to be twice as large. The graduated rate 
structure is tailored to fit the length of the 
accounting period, that is, to the amount of income 
fiow that is lumped up for tax purposes. The present 
rate structure applied against twelve months of income 


hurts badly enough but applied to two years of income 
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Terente, Ontario 
the result would be simply excruciating. It is the 
height of absurdity to try to inject capital gains 
logically into this income tax framework when the gain 
realized in any year may have been accruing for only a 
few months, one year, five years, twenty years or 
perhaps even forty years. It just does not make sense 
So the bright boys have to start tinkering. A line 
is drawn between ee = and long-term gains. 
"Long" used here may be two years or forty years <= 
both periods are long. 
130s A graduated rate structure applied to these 
two long-term lumps of gain would be unfair to the 
taxpayer and so he may be given a choice between a 
flat rate tax or taking only one-half of the gain 
into income. And so it goes, trying to fit square 
pegs into round holes. If for any reason not yet on 
the horizon in Canada capital gains simply had to be 
taxed, the best way would be to put on a flat rate 
excise tax and make no pretense whatsoever at assoce= 
iating it with the income tax structure. One hastens 
te add, however, that all the complexities of 
valuation and establishing a base point would still 
be encountered under an excise tax on capital gains. 
131. | Demands for a capital gains tax are usually 
heard from the political Left. In our Parliament, 
members of the old CCF party frequently have urged the 
Minister of Finance to introduce one. Usually there 
has not been much of a head of steam behind these 
requests and little if any argument ever accompanied 


them. Nor, indeed, has any Minister of Finance ever 
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1 deigned to give a systematic reply to these proposals. 

2 Essentially, the question is whether in a tax system 

3 which must always be held to be fair and reasonable, 

4 recognizing the principle of taxation according to 

5 ability to pay, it is fair to allow capital gains to 

6 go untaxed at the time of realization. 

7 23 Trying to pass judgment on the fairness or 

8 reasonableness of any proposed course of action in 

9 taxing is always a pretty frustrating sort of business 
10 and it is particularly fruitless to try to pass 

11 judgment on the question of the fairness of a particular 
12 kind of tax taken by itself without looking at all the 
13 other kinds of taxes, Federal, Provincial and Municipal. 
14 That is, we should look at the total complex of in- 

15 payments to governments in Canada and at the same time 
. 16 have regard to the annual flow and distribution of 

17 out=payments and services from the government in this 
18 day of the Welfare State. A few facts and opinions 

19 on this question will follow. 

20 IBS In the first place, it can be stated as a 

21 general proposition that capital gains if unspent and 
22 not subsequently lost are taxed under the estate tax 
23 on the taxpayer's death. A Minister of Finance once 
24 mentioned this as an important reason for the entry 

Pos of the Federal Government into the death duty field ! 
26 Some people, of course, = to what extent is not known 
27 - spend their capital gains in most un-bourgeois-like 


fashion instead of saving them and where this happens 
capital gains will not be taxed on their death. If, 


however, they spend them instead of allowing them to 
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Torente, Ontaric 
accumulate, they will have run into Federal sales tax 
of 11% on much of this expenditure as well as 
provincial sales taxes at varying levels in most 
directions where the money was spent. Miscellaneous 
taxes of this sort can add up to quite significant 
amounts and they are avoided by people who save their 
gains for their old age or their descendants. It might 
be mentioned in passing that in the United States ther 
is no general sales tax at the federal level on 
consumer goods expenditure corresponding to that in 
Canada. 
134. Even assuming that the money made on capital 
gains never bore any tax whatsoever, it would still 
not necessarily mean that there was any unfairness 
in the tax system. If by far the great majority of 
people own some property and therefore have occasion 
to make some capital gains now and then there would 
be no unfairness in the system through not taxing 
anybody on this sort of gain. A good example of this 
principle is seen in the exemption from tax of all 
the earnings on savings accumulating in the life 
insurance field. There are probably about six 
million life insurance policies in force in Canada, 
that is, practically everybody has one and there is, 
accordingly, no real unfairness in allowing income 
accumulations in these directions to go untaxed. 
LBS< Very few people in Canada today can be 
said to be living below the poverty line or are 
completely propertyless. One has merely to stroll 


through the so-called slum areas of large cities and 


3 , 
epee. i“ ig 
art ee R S2 ve ioe 


. . A BN one 
| aes ances fexebet ode sw ayecd Ihbw yedd. oteten 

as Elew as swittoneqxs abdd ‘to coum a0 eirte 
- teom att elavel Balyisy ts gonad eslse Enhouseede 


" | axoenstisoattt ,taeqe ssw yonom ond: stedw enoltosith 


taacrtingte od.bup ot aw bbs aso Jtoe eind To esxst 

+ aaah Svea onw elgosdq vd DebLove ests yedd bas» adnwoms 
“| sagan iE .adashbasoeeb tied to 93s ble xaledd 102 antsa 
| 4 bod? estet@ badta end. at dsdt gniteasq mt benottnemsed 
| ~f0 Level Iarebet edd ts xsd eeise storey: om at 
of tedt oF antbsaoqes ties sus ibasqxes sheog Ttomvanos 
 sdbeans9 

| geatase mo Sbsam venom eds tsdst animvees seva ohh 
\ ifide bisew JL .aevecatsdw xsi Yas e10od teven anise 
eRmonrising wis esw oredd tsad asem yiiusacsoon: sor 
to ystizvotam tssiz edd zest yd DL. .medeye xsd eddvat 
LG. aeeteanee even stoteveds bas yiuesqonq smee swe efqesq 
1 Btuew exedd nent bas wom aaiss Istiqss emoa exsm od 
wetbxed tom dgverdd modeys edd of agemiieiav comed 
ie aldt to efqmsxe boog A .alsg to trom eked sto ybodyas 
, ffs to xsd mort noitqmezs odd ait mess ek el[qtontaq 
sitll edd al antisiumuseos aznnivse amo emautatss sdt 
xte duods yidsdorqg ers oisdT .bfehi sonsivent 
.8bsnsd ak..sotoet ak gekotlog sorsiueAl eThl mefiltm 
<@L siedd Sas sno asi ybodytevs ylisstiesiq ,et tsdt 
emoont anitwolfs at eesnaisios Ise x on .yigmtbrooos 
-bexstay og ot anoldosith agents at anottslumyoos 

ed aso ysbot sbansd mi sfigoeq wet yreV eel 


sis to ontf yirevog and wofsd anivtl ed ot bise 


ifoita of yistsm asd on0 osesintusqorg wietalquas 


bos eettto sgisl “Yo 2891S mle bofiso-o8 eid. pepnacntine: 


; 4 


| ae ete > é rm ri pt). 


ee ee eee ee ee ee a om 


Nethercut & Young As 64 


Torente, Ontario 
observe the forest of television aerials outlined 
against the sky or to observe the parking space needed 
outside the modern industrial plants to accommodate 
workers’ automobiles to be thoroughly convinced that 
our society is not one which divides itself into the 
haves and the have-nots. Government assistance in the 
field of housing is fast making property owners of all 
who in the terminology of some people would be called 
the proletariat. 
136. The recent introduction of a limited capital 
gains tax in the U.K. is quite openly a political 
manoeuvre by the Conservative Government. The 
Chancellor of the Exchequer admitted that it had 
little, if any revenue implications, that it was 
mainly for what he regarded would mean greater equity 
in their tax system. Frankly, it was a piece in the 
Government's attempt to offset the unpopularity of 
pay-pause policy. In the U.K. they have to pay far 
more attention to what might be called the class 
warfare angles in tax policy. The impression had got 
around in the U.K. that quite a large number of 
people were living well off of stock market gains 
(one wonder what would be said now in the light of the 
losses taken by these people in recent months). Also 
very profitable transactions on a wide scale in 
real estate had been escaping tax through the 
incorporation of land companies and the sale of shares 
in them in a block to the purchaser (Canada has been 
far more effective in dealing with real estate 


transactions than they have been in the U.K.). So 
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to show that they were on the right side with the 
masses, the U.K. Government blundered into this field 
with pages and pages of complex illogical law. 

137 It would not be sensible to regard the 
recent U.K. entry into this field as a basis for 
arguing similar policy for Canada. It is fair to 

say that the U.S. practically stumbled into taxing 
capital gains. There is no special law in that 
country imposing this kind of tax. It came about 
entirely through an interpretation of the Courts of 

a definition of income almost identical with that 
contained in our original income tax Act. Whether 
apart from this turn of events, and the tradition 
built on it, the U.S. would today decide as a matter 
of policy to tax capital gains is hard to say. Many 
European countries have a limited form of taxation on 
capital gains mainly, however, applying solely to 
corporations. 

138. . Essentially the position taken in this 
memorandum is that the economic arguments pro and con 
are not too significant. The fact is this tax is a 
very poor way to raise revenue in that it is too 
complex and too troublesome for both the taxpayer 

and the government. Furthermore, it does not seem 
that over-all fairness in the tax system as a whole 
demands it. It was stated above that the personal 
income tax at graduated rates, while not seriously 
undermining the incentive to save and invest does 

cut very drastically into the ability to save and 


invest by those who might be expected to supply a 
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great deal of capital for investment in Canadian 
industry. A capital gains tax would similarly cut 
into the supply of capital available for re-investment 
It would worsen the already bad situation created by 
graduated income tax. 
Tax Incentives 
139. It is so much the fashion these days to 
advocate tax incentives as the generating force needed 
to revitalize the community and restore growth to a 
presperous but uninspired state of affairs in our 
business world that a general survey of the tax — 
structure would seem quite incomplete without comment 
on this philosophy. 
140. In the light of views stated earlier in 
this memorandum it cannot be claimed that this topic 
has too much direct relevance to the terms of referenc: 
of this Commission. True, a healthy growing economy 
in a fair state of equilibrium has less problems in 
the field of banking and finance than one in the 
doldrums with uncertain prospects. The so-called 
psychological factor can be of some importance. 
However, it has been suggested earlier in this 
memorandum that personal income tax does not, on 
balance, lessen very much the urge to work, get ahead 
and improve job status; that it does not discourage 
saving and investment very much; that the corporate 
tax has little more adverse effect on the. economy 
than would a sales tax (to give the same volume of 
revenue) applying to the products and services sold 


by corporations. It is submitted, however, that the 
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pattern of downward re-distribution of income 
generally through all ranges of income effected throug 
welfare legislation financed by proportional and 
graduated taxes, has’a very real effect in limiting 
the domestic supply of capital available to build a 
an acceptable status for an independent national 
economy. Nevertheless, it might be useful to the 
Commission to have before them a view on the general 
importance of this alleged cure-all tax incentive. 
141. The faith of the general public in 

gimmicks is amazing and it verges on the pathetic 

in this field of tax policy. It does not follow, 

of course, that because the existing tax structure 

is not in itself to any extent a positive deterrent 
to personal effort, business activity, saving and 
investment that certain devices would not have 
beneficial net incentive effects... It still could 
happen that relief from the standard burden would 
induce people to do things they would not otherwise 
go ahead with! This is the basic principle of 
incentive legislation. 

142. All in all, we in Canada have been a bit 
unlucky in the outcome of tax incentive gadgets in 
the past. In 1938-39, we introduced a 10% tax credit 
for new capital investment to get SAE EI a little 
faster at the end of the bad thirties (the U.S. is 
Cmiusdian about now to try the same thing). We got it 
nicely going when the war came along and made it all 
very unnecessary. The cost of that one pretty much 


went, down the drain. In wartime, we introduced forced 
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savings to help lick inflation and to build up a 
fund for repayment at the end of the war to offset 
expected depression. Instead of depression, of course. 
we were still fighting inflation and the out-payment 
of the forced savings merely aggravated the problem. 
243 wer: We offered double depreciation for new 
investment in a two year post-war period when, as it 
turned out, the overwhelming excess of new investment 
was already a major national problem. In the Korean 
episode we disallowed normal depreciation for a three 
year period on unessential capital expenditure in orde 
to slow it down. Shortly thereafter, it seemed that 
this was not needed so the government relented and 
said, in effect, you may now take the writeoff which 
we told you you could not have when you made the 
investment. This served notice, as it were, that if 
in future we try this sort of thing again, you cannot 
be sure that we will really do what we said we would. 
144, Recently, the Government has dabbled in 
this field. In 1961, the provisions which were 
introduced to induce industry into depressed areas 
and new products were merely gestures with no 
significant leverage in them! In 1962, provisions 
for tax abatement on profit from increased sales and 
the incentive for research expenditure may have some 
real substance. 
145. The tax abatement on profits from increased 
sales in manufacturing and processing should have some 
effect in stimulating export trade. If all firms 


in an industry try to increase their domestic sales 
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1 they may not, as a group, add much to total sales or 
2 increased employment in Canada. However, there is 
3 unlimited scope for pushing into the export market for 
4 some products and this type of provision being general 
5 in its application, does not offend against GATT. But 
6 the great obstacle to whole~hearted approval of this 
7 rather typical sort of incentive is its complexity. 
8 In principle, it sounds good and simple. However, 
9 Government officials, tax lawyers and accountants, 
10 generally are frankly appalled at the prospect of 
11 pages and pages of complex and arbitrary law and 
12 regulations that will be necessary to make it work. 
13 It cannot possibly work fairly and there is some doubt 
14 that it can be made to work at all. The scope for 
15 manipulating and juggling is a bit awful. 

. 16 146. Just for example, a U.S. parent may decide 
17 that it would pay to put some of its own export sales 
18 threugh its Canadian subsidiary. It could sell to it 
19 and the sale to the foreigner could be made in the 
20 name of the Canadian subsidiary without the goods 
21 | ever entering Canada at all for export. This move 
22 could, of course, be very simply blocked by providing 
23 that the goods have to be produced in Canada. Then 
24 the next question is how large must the "Canadian 
25 content" be. Does the law have to get down to a 
26 "value added" in Canada as the legitimate base for 
a3 measuring increases. This is just an example of the 
28 sort of thing that will make life difficult and 
29 miserable for Government officials and profitable for 


30 lawyers and accountants then this proposal becomes law. 
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The main and very real difficulty in the 
scientific research incentive is definition. To 
have much leverage, it will have to include the 
exploratory and development work in applying a 
scientific knowledge to industrial processes, pilot 


plant expenditure and so on. Some very difficult 


lines will have to be drawn here. For example, pilot 
plants at times are kept in operation for regular 
industrial production. This attempt to encourage 
research is more in the nature of a long-run policy 
and cannot have much immediate effect on business and 
employment. While it would be good to have more 
industrial research done in Canada, it is quite 
natural and probably more economic that for subsid- 
iaries the research should be carried on by the 

parent company abroad. There are many cases now 
where there is no charge against Canadian profits for 
research carried on by the parent vate: The benefit 
all come free. The same is eriveney much advertising. 
SWitening Heaeanet expenditure froin they Seite Canada 
will not be all gain by igs means. | 
148. As for tax videdtives generally the British. 
form of aivestiiierit allowances seem tovbe the best. so. 
far eonceived and they have the great advantage of 
pelative: simplicity. ‘They ‘simply allow an additional: 
write-ott cor expenditure on depreciable assets, 4; eos]. 
| some’ percentage } ‘more than. was spent. ; ‘They. can be ee 
. ‘iven + to: all taxpayers generally or “$e: selected | 
industries that need encouraging, such a's shipbuilding +a 
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(such as the Atlantic Provinces). They have far 
more leverage than accelerated write-offs of actual 
expenditure which, in effect, offers only an interest 
free loan of tax money for a few years. This can 
help» the cash position of the less well fixed 
companies but offers little financial benefit to the 
credit worthy. | 


149. For: one whe has been paid for many years to 


produce ideas for the tax system; the almost invariable 


result of attempting much refinement in taxing is 
disappointment. No one who has had much experience 
trying to build useful and workable incentives into 
tax law should be very enthusiastic about them. It 
seems to be’ almost inevitable in the case of each 
experiment that at some stage he will admit that had 
he known in advance the difficulties the measure 
would encounter, the unfairnesses it would create and 
the unforeseen manipulation it would afford, he would 
never have had the courage to propose it. 

£5020 Good as some tax incentives may appear to bel, 
the question always arises = and can never be answered 
with certainty = whether it would not have been better 
for the economy as a whole if the time and money 
(loss of revenue) spent on gimmicks would not have 
been better applied to a rate reduction for industry 
generally. The view here is that as a general rule 
it would. 

Fiscal Policy 

iSbs It is assumed here that one of the major 


purposes of this Commission is to asses the effective 
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ness of Central Banking in Canada, to determine how 
successful the Bank has been in its attempt "to mitigate 
by its influence fluctuations in the general level of 
production, trade, prices and employment” and to 
recommend any changes that they think might help. 
There are those, of course, who believe that fiscal 
policy can be equally, if not more effective than 
monetary policy in performing these functions which 
Parliament assigned to the Bank of Canada. This 
memorandum offers comment on the validity of this 
claim. Briefly stated in advance it does not agree 
with the proposition. 

L152. Over the past few decades, opinion has 
varied greatly regarding the relative importance of 
the two instruments for control over the economy, 
monetary policy and fiscal policy. It is fair to 

say that during the thirties the main reliance was on 
monetary policy. There was some disillusionment when 
it became so obvious that the utmost in easy money 
policy could not induce recovery, that even a 
negative rate of interest would not bring on economic 
activity if other conditions were not favourable. 
This led to a groping for and the emergence of fiscal 
policy as the right answer to many things. The 
experiment with tax credits for new capital expenditur 
mentioned above represented the beginnings in Canada 
of a new line of thought. The 1939 and 1940 War 
budgets revealed a pretty clear philosophy of the 
importance of taxing in relation to business activity 


and employment. As the War period developed taxation 
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was an important and probably fairly effective 
supplement to price control in containing inflation. 
153. Paralleling this rise in favour of fiscal 
policy was the further decline in the prestige of 
monetary policy. Central Bank funetions during and 
after the War were almost completely prostituted and 
dedicated to the greater glory of bond salesmen. We 
had reached a stage where it was practically an offene 
unto decency to let a Government bond fall below par. 
Recriminations poured in from all sides when finally 
this happened. 
154. Utter faith in fiscal policy in post-war 
years reached heights that now, in retrospect, appear 
Little short of absurd. National planners with a 
gleam in their eye went completely overboard on the 
idea. Centralization of power in Ottawa was the 
main theme, Federal-Provincial _— agreements were 
to be the keystone of the new structure. The Welfare 
State was well advanced on the drafting board. It 
was to provide for stabilized purchasing power. 
Shelves of public works were to be built up. 
Provincial and Municipal capital expenditure programs 
were to be controlled by degrees of cost-sharing by 
Ottawa. Economic activity was to be carefully 
controlled. Growth was to be assured and continuous, 
Excessive booms, depressions and recessions could not 
happen again. The golden age was about to dawn. 
155-,. P+ The general plan was simple, insidiously so. 
Apart from its humanitarian aspects, with a certain 


aura of sanctity surrounding it, welfare expenditure 
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was to give a basic stability to consumer purchasing 


power. The poverty reflected in the low level of 


retail sales in the early thirties would not be allowe 
to happen again. If recession so much as reared its 
head, taxes would be cut to increase purchasing power 
and recession would recede. If activity got too hecti) 
with excess demand starting to pull up prices, taxes 
would be increased and with lessened demand, the price 
rise would fall back into place. Just about like that 
156%. it is inappropriate here to try to record al 
the various reasons for the decline and fall of this 
rather naive faith in fiseal manipulation. It will 
suffice to say that Department of Finance officiais 
one after another admitted that in their enthusiasm 
for building a brave new post-war world they had been 
more than a trifle over-so0ld on the part fiscal policy 
could actually play in the Canadian economy. Dr. 
Clarke, the Deputy Minister of Finance during this 
period, to the time of his death from over-work, 

never did openly concede defeat or admit disappoint= 
ment. 

Loz » Shelves of public works with projects to be 
pulled down at the appropriate moment were for various 
reasons found to be impracticable. Nothing ever came 
or, in fact, could ever easily have come from the ide 
of formally controlling Provincial and Municipal 
capital expenditures, saving them up in prosperity 
and pulling the plug when times were sluggish. 
Actually, as it has turned out, housing policy and 


the activities of CMHC (one of Dr. Clarke's 
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Teorenta, Ontario 
enthusiasms) have far exceeded in influence on the 
economy anything that could possibly have been 
achieved by regulating public works. But in this 
field of housing, the influence of policy seems mainiy 
to have been pretty consistently on the side of more 
and more (since there has been chronic unemployment 
for years). So that with this powerful instrument 
one cannot too readily accept the opinion that housing 
policy will ever be used by a political government as 
a stabilizer but always as a stimulator in both good 
times and bad. 
158, Undoubtedly welfare expenditure has added 
greatly to the stability of retail sales in Canada. 
It is amazing how in the past decade the volume of 
consumer buying has refused to follow the ups and 
downs of GNP, industrial production and employment. 
This is all to the good but welfare expenditure as a 
piece of fiscal policy can never in any sense be 
regarded as more than a one-sided device. It only 
operates one way,always up and never down. With the 
Parliamentarians. ever the faith endures that more 
and more is good and from the point of view of getting 
elected, this is probably true since from the way 
welfare is financed the majority always get something 
for nothing. 


General Effectiveness of Deficit and 
Surplus Financing 


159. It is a bit presumptuous to attempt to do 
much on this question in this paper. The most that 


can be done is to offer the barest set of assertions 
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and impressions. The subject needs a book at least. 
160. To begin with, it is next to impossible to 
make generalizations that will apply to all countries. 
It does seem, for wie 168 that in the U.K. deficits 
and surpluses on budget account are regarded as of 
great direct significance in the economy. At least 
the sophisticated economic analysts seem to argue 
policy on the assumption that effects of almost 
mathematical precision on GNP, employment, balance 
of payments, will follow from a budget deficit or 
surplus position of a given amount. One cannot know 
without considerable study how correct these assump- 
tions are. Perhaps on their tight little Island 
things do work out pretty much as they predict. But 
it would, of course, be completely wrong to assume 
that the _— sort of policies which are effective 
in the U.K. would necessarily have any Significant 
similar application at all in Canada. 
161. Coming now to the United States, any 
conclusions here are bound te be pretty much guess 
work. There is no clear-cut record in this country 
that can establish the soundness of running deficits 
to revive a faltering economy or of budgeting for 
substantial surpluses to impose restraint. No one 
would, of course, denyathat a very large deficit 
would give some stimulus to business in certain 
directions. But even so, an extreme deficit position 
could easily eause the sort of distrust that would 
seriously reduce new capital investment, particularly 


if it were the Democratic Party that was responsible 


oe 2 ay. ce ay { 


4 a) 
as i - . 
all | we j ys as et 


ee 


om on ts ood s. bese Siainihin edt enotans 


| es ais edt at ans apenas tet .m9sa as0b aT 
40 as babusget ers tavecos degbud ‘nO eoaulquye: bas 


: 3 Siadabistisciaataia lise aiad at gotsobtiogie dosikb Jsexy 
i Ar 


eugts oF mesa adayiene olmomooe betsotialdqea sdt 
deomfs to atostie tsdd nottqmmeas odd mo yollog 


eonsied .tcemrolame .TuD no mofetoetg Lsotsemedian 


to diotieb jesbud s moti wollet {fiw ,adaemysq to (Of 


| wom tonttss enO .tavems asvig s to melileog exiquve 


A ~Qiwens exedd dosures word ybuds afdevebLeasioo suedtiw 


baslel efogis Srigts tkedd ao aqeditsT .ets enotd 


iy | gw .dotbsaq yedd as coum yide1g tue stow ob agnidg 


he anrees ot gnoiw yletdelqmes ed .satves to .blwow dL tar 
is svidostte sisal astotleg ‘to dre — edt tas? ar 
i A dapoltingia yas ovaed yilisegecen biyow .A.U edd at TE 
 S8bsns) ab [is ts notdsohiags wallmte gh 

yas .asdet@ bestia’ eid et wor agritmod rn oh Qt 

-apeng doum. ydtseuq ed et onwed ers ever enolenLomos Og 


yitmroo efdt at btosex ivo-tselo on ef etedT..atew rt 

» thot teb maida to hited loins detidstes aso isdid gs 
tot antiesbud Io 10 yYmenoss smitetist s svivet.et a 
sno of .tnisitess Ssaoqal ot eseutgauya Istitastadua . Ibe 
.ttotteb sgusl yisv s 2 sit aa essed to .dbfwew jes 
cistrva9 at geenteaud os aeulumita emee evig binew : 
Rokitueg tiokteb smettxs as .oa neve ‘jue .anotvoottb 
B.osow sind tauiteatb to gros eft senso yeeass atves 


ciealuotiag ‘ienienedas Estiqss wen soubor eiawetane , 


ney’ ed 8D . a. 
tog or nsw decd uitsd otgsxoomed | rn etew beeibis 


tj ar ee Vi ; . TA 
y ewer ee); Wey 


Nethercut & Young 
Re 1 


Terento, Ontario 
for the policy. In the past there has, of course, 
been much theoretical discussion of the general 
virtues of cyclical financing but evidence of the 
practical effectiveness of it is a bit hard to come 
by. It seems fair to say that from a high point of 
unproven faith in cyclical budgeting of, say, a 
decade aia a half ago in the U.S., there has been 
until recently a steady decline in support ef gunshot 
blasts of excess Sbendiag én general across the board 
tax cuts as a sound method of support for a lagging 
economy. Certainly there has been greatly lessened 
support for this technique as a cure-all for general 
unemployment. The kind and degree of unemployment on 
this continent in recent years seems to call for 
something a little more specialized by way of remedy 
than spending in excess of taxing in the National 
Budget. 
162. In the U.S. in the last year or so there 
seems to have been pretty widespread senewavres faith 
in the poltey of spending the nation into prosperity, 
endorsed even by the Chamber of Commerce. Specifically, 
this dxcwia of spending would be achieved by means of 
a tax cut across the board - corporate as well as 
personal, high as well as low bracket. One reads 
very little by way of analysis of how the expected 
desirable effects will work Laedadiies text but the 
most common, simple conclusion seems to be that taxes 
are too high and are holding back business and that 
a general cut would give a boost to economic activity. 


This, of course, is pretty inadequate one-sided 
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reasoning and there is not much future in it as a 
policy unless something is done about total spending 
or necenuancing the incidence of the tax structure. 
163. There is in U.S. government circles today 

a group of economists who have a highly developed 
horror of the wastefulness for the nation of unused 
or inactive resources - plant equipment and labour. 
They seem to believe that $50 and even $75 of pump- 
priming is worth it if it induces an inerease of $100 
in GNP. But this leaves unsolved the very practical 
problem of eventually getting the $50 or $75 back 
into the Treasury some time because the increase of 
$100 in GNP will have gone into private pockets. 

To be successful, a little bit of pump-priming should 
produce an increase in GNP, such that additional 
revenues at the lower rate of tax will more than 
restore the balance in the Budget. That this will be 
the final outcome in any particular set of circum- 
stances is pretty hard to prove or even assume. 

164, The insidious thing about tax cutting or 
excess spending for speeding up business is that it 
usually will be to the short-run political advantage 
of the Party in power to have a try at it and there 
are plenty enough respectable economists to be quoted 
in support of the pelicy. It is not so easy for the 
same political government to maintain taxes or increas 
them bn times of full employment of national resources 
in order to achieve a budget balance over a period. 
It is doubtful if this has ever happened in the U.S., 


or indeed ever will happen. 
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165. Furthermore, it is extremely difficult to 
separate in the U.S. pure fiscal techniques from 
impure political strategy. Fiscal policies are 
particularly the arguments arrayed for their defence 
ean never be taken at face value as a safe guide for 
the use of similar policies in any other country, 
Canada for example. 
166. Probably the classical case for deficit 
financing has isea grounds for defence for use in 
Canada than in any other country that comes readily 
to mind. There are many reasons for this but one of 
the most important is the fact that such a large part 
of basic activity in Canada depends on demand for our 
products outside the country. Equally if not more 
important, is the fact that new capital investment 
decisions over this wide field depend mainly on 
foreign market prospects or indeed are directly made 
by businessmen abroad with foreign capital. Further- 
more, a large part of secondary industry in Canada 
is geared to and fluctuates with activity and 
prosperity in our primary industries. They grew 
lustily and expanded mightily with and because of 
the thriving state of our primary industry in the 
prosperous post-war decade. 
167. If this roughly is a fair picture of the 
state of affairs in Canada, it is not easy to assume 
that half, three-quarters or even $2 billion deficit 
in the Federal Budget would help much to bring more 
profits, employment or new investment into Canada 
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iron ore, aluminum, nickle, asbestos, oil, copper, 
zine, chemicals and so on. . Nor would. such a deficit 
be expected to stimulate much new investment generally 
in secondary industry. In other words, deficit 
financing would be pretty much money down the drain in 
Canada. Furthermore there is quite a large leak into 
imports which adds nothing to business and employment 
in Canada. 
168. We already have a good volume of stabilizing 
welfare payments in Canada - family allowances, old 
age pensions, old age assistance, veterans’ pensions, 
mothers! allowances and so on. .Hospital plans in ail 
the provinces are also a big help. Unemployment 
insurance pours out a constant stream of spending mone 
and within the past decade, nearly a billion in excess 
of current contributions has been disbursed under this 


heading. Federal-Provincial agreements, splitting 


roughly on a 50-50 basis the cost of relief for all 
comers who need it,employables as well as unemployabies, 
are in.force in. every. province. On paper at least, 
there is no need for anybody in Canada to go hungry 

or lack shelter. All in all, we seem to have done 

a pretty respectable job of income maintenance as 
security against inability to work or inability to 

get work. In a very real sense, therefore, deficit 
financing cannot be said to be as necessary or even 

as effective as it otherwise might be in the absence 

of the measures just outlined. 

169. Canadian experience in fiscal policy since 


the War is fairly revealing of the benefits, difficulties 
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and dangers inherent in this type of budget manage- 
ment. Fiscal policy following the War was firmly 


directed toward stabilizing the economy. High taxes 


were well maintained for several years. Excess profit 
taxation had disappeared in both the U.K. and the U.S. 
before it was repealed in Canada. In the fiscal year 
1946-47 expenditure was practically cut in half and 

a deficit of $2,123 million for the preceding year 
was converted into a surplus of $274 million. The 
next year the surplus was $676 million and in the 

year following was $595 million. In this period, 
business was booming. New investment was embarrassingly 
high and inflation was still a major problem. This 
kind of budgeting was eminently proper and no doubt 
helped toward slowing down price increases. 

170. At the same time, parliamentary debates 

show very clearly the punishment a political govern- 
ment must eEpket to absorb in following this unpopular 
policy of “stealing money from the pockets of tax= 
payers" and "taxing away hundreds of millions more 
than they need to". Such a policy takes a great 

deal of political courage, an amount that could be 
afforded only by a strongly entrenched government. 

So much for surplus financing. 

a7 dP As for deficit financing, we have recently 
had occasion to learn that as fiscal policy, it ihn. 
have limitations of a very real and compelling nature. 
The Budget this Spring came after a 4-year period wit 
average annual "planned" deficits of over $500 miliio 3 


the latest being $650 million. With the announcement 
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of an estimated $745 million more for the current year, 
confidence of the investment world, particularly abroad, 
started coming apart at the seams. The immoderation 
of the following election. campaign was. no help. This 
trend towards higher deficits still,in a year of really 
good business activity in Canada called into question th 
soundness of such a policy fer a country which had 
obviously lost much of the impetus towards growth which 
it.enjoyed in the full decade after the War. So with 
loss of confidence, we had a startling outflow of 
capital building up inte a crisis, an austerity program 
anda start of the trek on the read back.. Deficit 
financing as a respectable piece of fiscal: dectrine for 
Canada will not soon recover its recent loss of stature. 
172. The abeve described "policy" of deficit 
financing came about simply through continuous annual 
increases in the volume of expenditure without any 
positive steps to increase revenue to. pay for it. It 
was as simple. as that. The additional spending which 
resulted in continuous large deficits is more than 
accounted for by the increase in transfer payments to 
the previnces during this period. By the time of this 
year's Budget, the cumulative increase in payments to 
the provinces over the base year 1956-7 was about 

$2.6 billion while the cumulative deficit for the same 
period added up te $2.2 billion.. That is te say, if 
the Government had merely carried on with the previous 
level of payments to the provinces, they could have had 
a balanced budget for the peried with $400 million left 


over for debt reduction. 
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173. Perhaps more often than by the method of 
increasing or decreasing, expenditure deficit or surplu 
financing is discussed in terms of tax cuts or tax 
increases. Involved here is a somewhat different set 
of important considerations which will now be briefly 
reviewed. 
174. First of all, it is worthwhile in, say, a 
policy of cutting taxes to stimulate business, to 
look at the magnitude of the items in question. Today 
GNP is running around $39 billion. This is the 
overall size of the monster to be controlled. Annual 
capital investment is just about at the $9 billion 
mark. Retail sales are close to $18 billion. These 
are items of considerable magnitude. 
175s Looking new at the weapens, we have to use 
for controlling this colossus, we find that the two 
taxes which mainly affect consumer spending, persenail 
income tax and sales tax, add up to about $2.6 billion. 
Thus, if income tax and sales tax were both completely 
abolished and if people survived the shock and spent 
at once the whole of their tax savings, retail 
purchases would increase by just over 14%. 
176. A more realistic assumption would be that 
personal income tax alone were to be cut by, say, 20%. 
This would free new purchasing power of just over $350 
million. If all of this was spent, the boost. to retail 
sales would be less than 2%. The leverage of the so-= 
called control instruments is pitifully small. There 
will, of ceurse, be some multiplier, but in periods 


ef recession with inventories being down there is not 
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much te count on here. All in all, it would take a 


pretty drastic cut in taxes to make any very substantia 


or significant boost to retail sales, And this. leads 
into the next point. 

177. One must assume the theory of budgeting for 
control objectives to imply that fairly substantial 
increases or decreases in taxes at the appropriate 
times will be possible and necessary in order te bring 
significant desirable effects. The light-hearted 
assumption that programs of this kind and magnitude 
could, in practice, be easily carried out makes one 
shudder, Taxes these days are such an important 
element in family budgets that substantial increases 
or purely temporary aserdates could scarcely be 
telerated. Most of us have to plan our financial 
affairs pretty carefully. Mortgage commitments, life 
insurance, hospital and medical plans, instalments on 
the car, furniture and other guia bee pres a rule are 
arranged with considerable care and thought. These 
closely calculated family budgets would be thrown into 
utter chaos by abrupt changes in income tax. Further- 
more, if personal taxes were cut sharply to encourage 
spending, the prudent person would put his tax savings 
aside and not spend them, knowing that before long the 
government will be back after it = and some more = to 
recoup its previous deficit. This, of course, would 
defeat the whole purpese of the tax cut. You just do 
net fool around in this fashion with high tax burdens. 
They are too serious. Twenty-five short years ago, 


federal taxes could be completely abolished or doubled 
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over night without creating much change in anybody's 
way of life. This is not brides any more . 

178. What has just been said about the disruptive 
effects of abrupt tax changes applies, of course, 
mainly to personal inceme tax, Fiscal experts who 

leve the idea of tax controls,.,however, look with 
special faveur upon the use of sales and excise taxes 
as a means of draining off excess spending power. Here 
an entirely different set of troubles arises. 

LT9% Manipulation of sales and excise taxes fer 
contrel purposes may work fairly well, but only if the 
public is not expecting the gevernment te use them. 

The public can practically ruin the effectiveness of 
the policy if they expect that the government is going 
te use them. During war-time we resorted to dans high 
and numerous excise taxes on durable goods of various 
kinds. Many of these taxes were subsequently abolished 
and all were at siueuueabeens in the post-war period. 
The Korean crisis immediately called fer the same 
pattern of budget policy. Large increases in revenue 
were needed, and \it was obviously necessary to divert 
productive resourees from wide ranges of consumer 
durables for the sppport ef defence requirements. 

What more natural, ‘therefore, than that the government 
should resort te pee re-imposition of the old excise 
tax program? The awkward fact was that the same idea 
(predicted in financial press) occurred to very large 
numbers of the buying public at the same time. The 


result was a wide-spread splurge ef buying te get in 


ahead ef the higher taxes expected in the 1951 budget. 
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The budget fulfilled their: expectations. 
180. The natural outcome was, of course, a bad 


artificial slump following the budget in most lines of 
business cencerned, not only because of the higher 
prices due to tax, but alse because of the pre-budget 
anticipatory bayiie’ Things would not have been too 
bad if defence orders had been in place the very next 
morning ready to take up the slack. It was probably 
nobody's fault that this was not the case. Timing was 
far from perfect. In fact, there was a quite unfortunate 
disorganization with considerable ananpieyient in 
certain directions at a time when the policy objective 
was to make the most efficient use of our preductive 
resources. 

181. | Now let us follow the sequence of events 
still further. Owing te the severity of the tax 


effects of the 1951 budget, the public became convinced 


that the high tax program could not last because of the 
drastic dislecations resulting from it. That is to say 


‘they thought it might be worthwhile to hold off buying 


in the expectation of certain taxes coming down or off 
completely in thie next budget. Again they guessed 

right, making the dislocations and unemployment still 
worse. All in all, the use of excise taxes for centrol 
purpeses during the Korean crisis was a rather unhappy 
experience even though, according to the book, the 

policy made excellent sense. 

182. Another difficulty in the free use of sales 
and exétve tax for control purpeses lies in the invento y 


problem. When taxes are increased, dealers with stocks 
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on hand rather promptly mark up their inventory and 
sell the next day at a price increased by the amount 
of the tax, even though no tax has been paid on the 
stecks on hand. Naturally, when taxes are lewered 
substantially, dealers take an inventory loss on 
tax=-paid stocks on hand. This can be extremely 
dtahep tives and even disastrous for weaker firms. 
Inevitably, it causes a flood of representations te 
the gevernment for relief. The seriousness of this 
inventory preblem is shown by the events preceding the 
1956 budget when, through fear of a lewering of the 
tax on automobiles, dealers from coast to coast 
refused shipments of cars from manufacturers. This 
threatened te cause slew-downs and unemployment in 
the manufacturing industry. The result was that the 
Minister of Finance had te announce ahead of time his 
swtereierd te amend the law in the forthcoming budget 
te enable manufacturers te ship cars on consignment 
without incurring tax liability. To repeat, sudden 
changes in excise taxes can be very troublesome and 
disruptive. Experience seems to show that they are 
not a very happy choice as an instrument for control 
purposes. 

183. The corporation income tax as a fiscal 
instrument does not appear to fit very well at all. 

It is pointless to take "purchasing power" away from 
corporations, as might be done from the public general 
with a view to cutting down demand for consumer goods, 
since corporations as a rule are not in the market te 


any extent for most censumer items. A sharp increase 
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in corporation taxes might, of course, result in a 
smaller subsequent flow of dividends, but it is 
problematic hew far consumer buying.in Canada is 
supported by the spending of dividend income. It is 
possible, of ceurse,. that instead of reducing the 
dividend.flew, higher corporate taxes might be passed 
en to the consumer in higher prices - the very thing 
the tax policy was intended te prevent. 

184, It is sometimes suggested, however, that 
because a great deal of capital expenditure is 
financed. .eut of retained corperate earnings, increased 
corperate taxes will have a restraining effect on the 
investment boom which, of.course, is the main cause of 
the trouble in a period of inflation. Higher corporate 
taxes would mean that corporations would have less 
money to invest! This might make some sense as a 
policy if all corporations in the country were planning 
capital expenditure pregrams. This, however, is by no 
means the case.. It is only in some directions that 
business. concerns are expanding rapidly! It weuld 

be rather, difficult te defend a policy which penalized 
every corporation in order te restrain some among them 
who were pressing forward too fast with expansion 
programs. Taking people's money away from them is 

a pretty serious business. An attempt to restrain. 
capital investment by a gun shot blast of higher 
cerperate taxes would be beth clumsy iad unfair. 

185. By the same teken, a substantial lowering 
of corporate income tax in time of recession, welcome 


as it would be, could not be expected to induce much 
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new capital investment that otherwise would not be 
undertaken. Moet’ waschesdaed oxberd realize that ‘the 
lower level ef corporate suven wed a purely temporary 
phenomenon. | 
186. In attempting to assess the general 
oStact Deke ws of tax’ policy) as a.method ef control 
over the economy, it stiéula the remembered that, in 
operating en the flow of purchasing power, tax policy 
‘is dealing merely with the results of inflation rather 
than with the causes of it. In this sense, tax policy 
can, in any sia; be no more than a pavuncrees and not 
a corrective of the fundamental problem. Taking a 
few hundreds of millions eut of the spending stream 
scarcely touches at all the capital investment program 
which mainly creates the inflatien problem. 
187. One very awkward questien faces the Minister 
of Finance in considering, in times of mildly rising 
prices, whether tax increases would be a wise move in 
suppert of a eerhbntd eigit: deabe policy. The point is 
that none of his advisers may be able to tell him 
whether the price level cnseeked is aus te the pull 
ef demand or the ‘push vef dest. ete ventures te sugges 
that in 1956 when the consumer price index moved up 
by 3%, no one could have declared with certainty that 
it was the pull of donaxid: thes was causing it. The 
point is that unless the Minister of Finance had a 
pretty clear answer te this question, he would be at 
a complete less as te whether a taemMcnerssivde the 
right thing er kor: Furthermore, he weuld have to 


bear in mind that an income tax increase, fer example, 
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resulting in a out wip Teaaee- time pay might, in a tight 
labour situation, be the basis for a new round of wage 
increases. If this did happen, his policy would be 
deubly defeated. That is, consumer demand would have 
been maintained and pressure from the cost structure 
would nave {bite dase abe trib text price increases. 
188, In such a situation just outlined where 
there were geod grounds for expecting a price level 
increase, a restrictive bank policy would still make 
good sense regardless ef which ef the two factors = the 
pull of demand or the push of cests - was peinpemeible: 
because some restraint on investment would operate not 
enly to reduce tensions in the cost structure but also 
to slow dewn the flow of spendable incomes. The point 
being made here is that, wiisné ipréper Bank Pelicy would 
be quite etear p the apprepriate Tax Policy would not 
by any means be obvious. No Minister of Finance, with 
taxes already at a very high level, would relish the 
idea of raising them still higher in prosperous times 
just on the erhevense that it might pessibly be the 
right thing te do. 
189. There is an awful let of pretty glib, vague 
and hollew talk and writing these days about what the 
government can and stiewvarae about so-called fiscal 
policy. In substance, it sade up to very little. 
Some years ago, when Geoffrey Crewinérbiesspesrstie 
from Editorship ef The Economist, he commented on the 
way dévernienta téday’take -upen themselves full 
responsibility for the state of the economy. He 


followed this by an expression of marvel at their 
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presumption in view of the veuciiues little. instruments 
they have at ‘their disposal for backing up such claims. 
How much more. should: he earred: in viewing the situation 
in Canada! Ws am ? 

Death Duties - Lig sigivn, Problem 

190. It was suggested that comment might be 
offered in this memorandum en the problem of meeting 
payments called fer under death duties (presumably 
Federal estate tax and Provincial inheritance taxes). 
The question relates not te the absolute burden of the 
tax but the preblem ef arranging affairs to have 
sufficient liquid niisceden hand te meet the payments 
within the required time. Possibly the main point of 
concern meXS is whether death duties in Renada have 

the effect of driving the Seati: type of business into 
selling out * assets or shares =- to public companies, 
particularly foreign public companies, in order to 
meet tax obligations, If this wereso, it would be 
regarded as bad. | 

191. 3 Perhaps as a general rule eye be said 
that insurance is the greatest: source of liquidity 

in estates in canada. The addiction of Canadians to 
insurance _ something. to marvel at. It is very 
useful, however, ae source of ready cash to meet 
death duties. Normally also, most estates will show 
fairly substantial holdings of marketable sd gusta ei: 
bonds which have a ready market and stocks of a type 
and diversity that ereate no problem upon fairly quick 
realization, 


192. The greatest liquidity problem arises, 
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of course, in estates whites the sole or main asset is 
in the form of "any: income right, annuity, term of 
years or life or other similar estate". Here, the 
Federal law allows the tax applicable to such property 
to be spread over six years without kacevertt There 
are no such special provisions relating particularly 
to the situation where the main asset is a closely 
held family business - a going concern. There is, 

of course, a general provision in the law which gives 
the Minister discretion to postpone tax (with interest 
up to 5%) if he thinks the payment of it would cause 
"undue hardship or excessive sacrifice", It is not 

to be expected, however, that the necessity of selling 
out a family business at a fair price, where no 
preparation had been made by the deceased for meeting 
taxes on his death, would be regarded by the Minister 
as either hardship or sacrifice. It would probably be 
looked upon as just plain carelessness. 

193. In approaching this question of liquidity 
in the case of ééce1¥ held family businesses, there 
is no point in-attempting to sidestep the fact that 
death duties are very high in Canada, Plenty of 
family businesses are worth $1-2 million. The tax 
(Federal and Provincial Soueimed) on $1 million is 
just over $300,000 and on $2 million, it is nearly 
$800,000. From a $5 million estate, the tax would 
take close to half (54% rate applies on excess over 

$2 Hi Lith jie: Quite clearly, the so-called liquidity 
problem can be ‘quite acute for estates of this size 


made up mainly of a Single asset, a family business. 
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194, For smaller businesses, the problem is not 
nearly so acute. For a business worth $160,000 
($60,000 exemption for married), the tax would be 
$19,000. The man might have insurance enough to cover 
this and his son would be able to take over the 
business unimpaired. 

195. An estate made up of a $260,000 business 
would have to pay $44,000 tax. Ordinary life 
insurance might not be expected to take care of all 

of this, so a Trust Company might have to be called 
upon to arrange for a mortgage on some of the business 
property for, say, $25,000. This dneura be practicable 
with no particular problem of retaining family control. 
Mortgage interest will, of course, cut into the flow 
of income to his heirs but this has to be expected. 

At the same time, the interest charge against the 
business is a deduction in computing profits for 
corporate tax purposes. 

196. At the $560,000 level the problem is gettin 
a bit worse! Here, nearly $150,000 will have to be 
found. Insurance can no longer be counted on to take 
care of much of the tax unless the deceased had “oe 
foresighted enough to have over the years taken out 

an insurance-endowment policy specifically to meet 
death duties. Mortgages of higher amounts may have 

to be resorted to. Even so, it is reasonable to 
assume that up to the half million mark, there is no 
very good case for saying that the tax forces people 


to sell out a family business to a public company. 
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197. For a business of $750,000,the tax is just 
over $200,000, which calls for some pretty substantial 
financing. It would, however, still allow for. a 
fairly reasonable equity-debt ratio for the business 
if a large portion of this tax liability were raised 
through mortgages. Interest, of course, would be 
cutting deeply into earnings of the heirs but if the 
business were fairly profitable with good prospects, 
there should be no real hardship. Still, not a very 
good case could be made for abatement in tax provisions). 
198. It is for estates of $1 million up that the 
so-called liquidity problem becomes acute. It was 
mentioned above that for.a $1 million estate, the tax 
is over $300,000, for $2 million, nearly $800,000 and 
for: $5 million, about $24 million. One cannot expect 
that tax money in these proportions will be available 
without careful planning a long time ahead. For the 
$5 million estate, it is too much to expect to have 
business as usual after the government has taken away 
half of it. Such a family business could only be 
continued as such if over.a period of a good many 
years the proprietor had systematically built up a 
heavy position of liquid assets outside the business. 
He may have decided long ago that it was not worth it 
and accordingly, today finds himself among those who 
complain about taxation closing up his family business 
having to sell out to pay tax! It is, of course, 
next to impossible to get a decent price for unlisted 


minority shares in a family-controlled business. 
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199. This is a read problem and it is deplorable. 
Undoubtedly, the tax will have the effect of closing 
up family businesses. At the same time, one cannot 
readily see how this can be avoided in a socialisticall = 
minded free enterprise democracy. If the public suppor 
the idea of taking into the public treasury one-haif 
of a five million dollar estate there is not much one 
can do about it. It is just one of those things. 
Some discussion of this problem implies that the tax 
somehow favours a take-over by foreigners, There is 
nothing in this. It merely makes it sound worse. 
200. ° | Strictly speaking, the problem is not one of 
liquidity in the sense that it is in the case of an 
annuity where only a bit of time is needed in order to 
‘wow the payment. But six years in which to pay would 
not help a great deal in meeting the two-and-a-half 
million dollar tax on a five million dollar business. 
The point is that the tax is too large for devices of 
this sort to help much. They might help a little 

but probably not enough to forestall the almost 
inevitable result of selling out in the absence of 
long preparation. 

201. Most estates under a million dollars do 

not really need a modification of tax law. It is 
hard, then, to imagine a Minister of Finance appealing 
to the House of Commons for some amelioration of the 
Estate Tax burden on, say, a five million dollar 
business. The public could not be expected to understand 
the problem and probably would not care a damn if they 


did, The government sponsoring this kind of relief 


ara 44 
45 i 
» 
Ly Ge rt ae. 
Be i nl 


veetaas: at tb lati ocean lt 
 gntaolo to testie sit evad LLtw xed odd esmeiaveone 


ae 
7 
iiss 


a 


4 tonnes so .emkd smee ond FA desing eae 


“drogata obidny afd 2 .yostoomeb eatrgtetne eet? bebstmn 
| iked-one Yutsors oLLdnq ery Odmt ymtsis?’ Yo sabr’ extd 


eno doum ton at eiedd ststes tsffob motiltm evit 8 to 


»@anids saedt to eno tant et #2 i. 3k dtrede eb aso ig 
xad ot tedt estiqnt mefdora etds ‘to nolLeatoath smoe 


sie sist? ,etengtostol yd tevo-elss s axvovst wodemor Vor 


,sstow bevog tt eenem Ylenrem JI Veins at aatdton 


ano dom ak mefdouq sid  oititesqe yitoras2 °° 008 
1s to seso sd mit at Ji cad? sertesn sdd nt YeIbiwpLe 


ae og 1ebto mt hebeent al smid to did « yino stenw yeturings 


| esow Ysq ot dotnw at ersey xie twa Vineatyeq edd toom 
 ‘tad-s-bae-owd orft auitsen mt [seb deety & gqfleri torn 
 gnacttand taifob motifim evi? s ne xed saflob moro tm 


to aeotveb tot egtts£ oot et xed edd tedd al trteq sat 


el3vil s qfied sAgint yond? doum aled’ of trom Etat 
teomls odd £fsdaor0t o¢ Aawone ton yLdedorq. td 
to someeds edd nk duo patil6e Yo dinkest sfldstivent 


molsisisqexrq gaof 


SS ¥ = a a A ad 
Keesha a4 art ad | S “al a a Sara — = ==. he 


ob exsiiob molifiim s tshny estates teom . “£08 


2 oe 
i“ 7 
— 
‘ 
é 


ab dl .wel xet to rotdsottibom s been yiiset ton | pe 


ee een ao. ne 


|aa itissags eonent® lo tetelalM s entasmh o¢ Hens . Stan 


ic 


- Ot - W molysvoifsams smee rot acommo Te seven odd. ot 


= 
= sie 
~~ 


asifob molifin svit a .yse  ~no debusd xeT stetad 


bhaterabrs et bstoeqxs od ton hives obfduq eaT .aeenkaud 


| eens it mish s etso tom bivew yldsdo tg Bae meLdetq edt 


| tetror to oats abcd gatvoanoga daennreves od .bEb 


“s 


He ae : 
x. A ' ton es a * Ava AS oe. - - . 


Nethercut &é Young 
Toronto, Ontario ¥ A. 96 


would get merely nébeécheuews from the Opposition. 

202. The Income max law has gone quite a long 
and complicated way in attempting to make life tolerabl 
for a privately-owned wdettades Usually, this kind of 
business grows and expands out of retained earnings. 
The result is that most of them have on hand large 
undistributed income. Very careful track is kept of 
this kind of retained earnings to prevent tax avoid- 
ance. Upon the winding up of such a company, the 
whole of chisinindteemvatda income on hand is deemed 
to be a dividend and with the piling-up of this much 
income in one year, the tax could: be excruciating. 
During war time, the situation became simply fantastic. 
Tax rates at that time were so high that even with, say, 
a million dollar dividend, the taxpayer could not retai 
more than about $27,000. If, under these conditions, 
the proprietor of a family business died, the only 

way he could possibly meet his estate tax would be to 
sell the shares of his business and no one would be 
very anxious to buy the shares of such a company with 
this potential tax liability overhanging its surplus. 
203% The yelutieh finally worked out was to 
allow the company itself to pay a 15% tax on this 
undistributed income and thus create "tax paid" 
undistributed income which thereupon might bec 
distributed to shareholders free of personal income 
tax. Any company may do this today on income 
accumulated up to 1949. From 1949 onward, they may 
qualify one half their earnings for this treatment 


by paying out the other half. 
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1 20h, Today, the corporate tax on income up to 

2 $35,000 is only 21%, with a 20% dividend tax credit. 

3 This is fairly lenient tax treatment. The proprietor 
4 of the business can then gradually create tax paid 

5 undistributed income on hand and thus put himself in 

6 a position to béorew money on mortgage from his 

7 business and provide liquid funds for meeting estate 

8 tax. It is suggested here that the way has been paved 
9 as far as is reasonably possible to enable family 

10 control of businesses in Canada to be maintained. 

11 Tax Status for Credit Unions ; 

12 205. Doubtless the Commission will have received 
13 argument from various classes of financial companies 
14 that the income tax exemption for Credit Unions is 

15 terrible and should be withdrawn. Doubtless also, 

16 Credit Unions will maintain that it is just right and 
17 should be retained. It has been suggested that this 
18 memo might comment on the situation pro and con. 

19 206. Almost invariably, emotions promptly creep 
20 or more often barge = into any discussion about co- 

21 operatives. The leaders of the movement are evangelistic 
22 types who are inclined to look hurt or sorrowful at th 
23 very idea of any interference in their good works by 
24 the State. Private business, of course, resents their 
25 very existence and usually have an exaggerated fear 
26 ef their potential. A bit of a cold war is carried 
27 on in annual Briefs to the government. Mostly this is 
28 pretty harmless sniping at each other. There are some 
29 recent signs that the question may hot up again. 


30 


d 7 Si - 
5 & a a, 7 a 7 i Lh cs . 
Y s a : 7 7 : OF 
f ; 7 a - eM i : . te = oes sonia 


pa ies qu. smoont fo xed edst0qroo ori UsboRy eg fg - 
| | tbe zat baebivib ROS s sty RES yf at ancl > 


a 
= ecsaaae vy Gaemtsoxs xed suelmel ylutst ef sidT 5 
Oi iia xsd eisero Ylisubety riedt ago aaentend snd to is 
| “mb Reemtd tag anit bas basd mo saeont Setudiateatbaw |e 
etd mort sgeadrom no Yorke wetted od moLdtaog 8 je 
 Setas anitesmr 16% sbavt brupti shiverq bas es ua 
i aes mesd esd yew edd dedd sisd bsdeogaua at ar xsd 8 t 
| yitmst eldane ot efdteace yidsnogset al as ret as ® ; 
q obeatsintem ed ot sheds nt segaentasd to Loutnoo 0 q 
Re ‘ Bnotat thher) tot ents3® ixsT jis | 
| bevieost svad {[Liw noleaetmmeD eft eeeltdyod | Aa .208 o 
is eelnaqmoo Istonsalt Yo eseastle exetisvy mort IrSsmIZTs él | 
a at anolav tibexd 16? acliqmexe xsd: smoot add tedt bf 
oats aeslidved | siweitbditiw ed bivola bee eldtared Hel | 
is bas ddgin tavhiat ot dedt mtsonten LLtw anein tibet jor 
A abagccinaia Detacague mead asd tL .bemtstesx ed pLyoria VE 
% ot otetidacbatea omg neolisutta sct ad tassmes tosim omen 1 8E 
| qoars yliqmoig anottems ,.yfdsiusvat seomiA - 008 m . 
pe 09 tyods noleeusalh yas etat ~ ested astte etom 76 “4 OF 
okt HabLogaave eis TASME YOM oat te avebsel edt -ovitsisqo ‘i 
- has ts utwertes ie dim Aeol ot bemtfont ots onw aesqyd as | 


f qt 
yj 


a ud axttew boog uhedd mk eonerettetat yas to sebt YISV gS 
| eter adsones .SeIv09° TO ,geentand stavint  .stsi2 edd NN 
a “a02 bedeveggexe ae oved yilsuey bas sonmstelxe yiev AN 
3 beltiso at isw blos 2 te tid A .istineiog atedd to | 
ef atdt yideoM .daemnreves sft of atoled-Leunne nt 6 
ae -tedto dose ts gatqinag eaelmrsd yiterg 


y 


ys: / «ftfsge qu tod yem aoktssyp edd Jad cagte tnsoer 


Nethercut & Youn 
t ut 4 ks 98 


Terente, Ontarie 
207 » While the Co-Operative Union of Canada 
does not regard the Credit Unions and Caisses Populaire 
as directly under their wing possibly they can be 
expected, on general cteiiiete to use some of their 
net inconsiderable political influence to preserve the 
tax status quo for the Credit Unions. They operate 
under the same general philosophy. 
208. If the defence of the tax exemption for 
Credit Unions is to rest on "co-operative principles", 
it would be well to have a look at the general tax 
law which covers co-operatives and see whether it is 
appropriate for the special field of Credit Unions. 
209. All in all, we have in Canada, pretty 
sensible tax laws for co-operatives. Actually, the 
main provision which alleviates their tax position 
is not limited to co-operatives at all but applies 
to any company. Any company which holds forth the 
prospect of inetiviae bhi dividends to its customers may 
deduct the amounts disbursed in this way in computing 
its income for tax purposes. It is sensible in a 
free country that any company should be allowed to 
hand back profits to its customers, i.e., giving them 
a year-end discount on their purchases from the 
sbiaediininiaian ati an additional payment to its customers 
eon its purchases from them. It may choose to do this 
instead of passing out dividends to shareholders as 
a return on their capital. This is the form of doing 
business. There is no special privilege in this tax 
provision. It merely recognizes one of the ordinary 


practices in doing business. Profit-sharing plans are 
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not uncommon in private industry. 

210. There is a rather curious provision limiting 
the deduction of patronage dividends. The deduction 
may not reduce taxable income below 3% of capital 
employed. The theory was that capital has its own 
earning power independent of the form of business and 
this piece of earnings should not and ceuld not logically 
be paid out to customers as a reward for patronage. 
This obviously is a bit Ge ccducueies but there it 
stands. It is hard to see why a company should not 
be allowed to dish out whatever it likes as a bonus 
for patronage. The source of its — should not 
matter. 

2l1li. Actually, to qualify for deduction, 
patronage dividends do not have to be disbursed in 
cash. They can be declared and credited to members. 
This in law constitutes payment. A company by-law 
may then require the members to leave the amount on 
lean with the company for a period of years. In this 
way, through the ee a yn em technique, the co-op 
gets its working capital pretty cheaply. No ordinary 
ae ef course, could do vase but in 
defence of the practice, it might be said that it is 
simply one of Or apie by-products in the co-op 
method of doing business and cannot legitimately be 
complained about by private business as special vie 
privilege. If a co-op wantsito impose forced savings 
interest free or at . low rate on their members, they 
surely have the right - do so. No one else should 


complain. 
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212. Co-ops upon formation are given a three 
year exemption. This is special privilege otherwise 
reserved exclusively in the tax law for mining companies. 
There is no good case for it and it spoils the purity 
of an otherwise defesible tax position for co-operatives 
(except for the 3% rule). 

213. Perhaps we might start the discussion of the 
Credit Union tax position by saying that on general 
principles all outright exemptions from tax are bad. 
The second point which might be made is that as a 
panera’ rule in tax legislation,a benefit once uttered 
can never be recalled. However, it is not as if Credi 
Unions had once been taxable and were then overtly 
granted a benefit. It is merely that when co-ops 
generally were deprived of their tax-exempt status 
following the McDougall Commission Report, the Credit 
Unions were left outside. The Repert recommended 

that they be left alone! The Minister of Finance 
accepted this recommendation. At the time the 

movement was, mainly centered in rural Quebec and it 

is not too surprising therefore, that the Minister 
went along with the recommendation. Of total assets 

in 1943 of $69 million for Canada as a whole, about 

$61 million (88%) was on the books of Caisses Populair 
in Quebec. 

214. In the meantime, Credit Unions have_had a 
phenominal growth. They are now big business. Assets 
have moved up for $69 million in 1943 to $1,299 millio 
in 1960 with only 51% of assets in Quebec. They now 


have more than 2.6 million members. 
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A. 101 


215. The arguments in the McDougall Report for 
continued tax exempt status for Credit Unions were 
based mainly on the position of small rural Unions in 
Quebec. Today these arguments are not impressive at 
all for organizations with assets of $1.3 billion, 
membership of 2.6 million with 4,667 offices from 
coast to coast, ee than 35% of which are classified 
as rural. 

216. It is all right and noble to encourage 
"people in poor circumstances to develop habits of 
thrift" but let us not try to visualize 2.6 million 
Canadians as in poor circumstances. And prebably 
through the good offices of Credit Unions as many 

are being encouraged to berrow as to save, which is 
all right toe. 

217. "We are satisfied that credit unions perfor 
a highly useful function in assisting people who are 
unable to take effective advantage of savings and 

lean facilities provided by other lending institutions ,|" 
Of course, they perform a useful function but it would 
be going a bit far to suggest in 1960 that the 2.6 
million people they are assisting "are unable to take 
effective advantage of savings and loan facilities 
provided by other lending institutions"? “Not many 
people in the country are more than half an hour by 
car away from a branch of a chartered bank. Few city 
and town dwellers are more than a few minutes walk 
away from a small loan company office or a branch 
bank. Trust cempanies fill in in the large towns and 


cities. Over the radio, by T.V., and in daily and 
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Terente, Ontario RAPES 
weekly newspapers, these companies plead for more 
customers. Lack of facilities for borrowing or saving 
is scarcely a problem these days. The country is stiff 
with them. 
218. agesalegn ian fer exemption, (b) (c), in the 
McDougall Repeat are these;-= 
(b) The bond of association, occupation 
or other community interest on which the 
lables ie eficenedites unions is based tends 
to minimize the element of risk which has 
to be considered by sie is type of lending 
institution when considering an application 
for a loan from an individual with little 
or whahiiie taiveiel security; 
(c) Accordingly, it prevides a service for 
these who are either not provided with 
credit services from other lending 
institutions at all, or only at much higher 
rates because er risks involved. 
219. mhedee is no doubt about 4t Credit Unions 
can lend money more cheaply - with less risk - to 
their fellew members than can a small lean company 
to its customers. A small lean company has to start 
cold when a customer walks in off the street and 
wants money. The total cost of making small loans is 
by no means represented by the cost of securing money 
to re-lend. It is a very expensive, time consuming 
and tricky business to find out whether the customer 
will be both willing and able to pay back the money 


he has borrowed. In a Credit Union, the Credit 
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Teorento, Ontario 
Committee, if they are any good, will know these 
things about the applicant and can almost automaticall 
- and without. expense = 1 tens yes or no to an 
application for a loan. In Ontario the maximum which 
may be charged by a Credit Unien is 1% per month on 
the unpaid balance. A tough=-minded Parliament allows 
small loan companies to charge 2% per month on leans 
up to $300 and they do, in fact, charge ceiling rates 
on everything up to $1,500. Credit Unions frequently 
make instalment heans at 3/4% er 1/2% per month on 
unpaid balances. For term loans, the rates may vary 
from 6% te 9% per annum. On this kind of business 
at these rates they apparently make profits and pay 
patronage dividends. 
220, A few conclusions may now be drawn:- 
(a) Credit Unions ona rate basis/are 
‘net vulnerable to competition from 
private financial institutions. 
(bo) They do not need tax exemption in 
erder to fulfill their mission of self-help 
(c) Where tne have built up the reserve 
réimereatuntee provincial law, they are 
not supposed te be in business to make 
a profit anyway, so why should they need 
exemption from a tax on profits? 
22a. "We are also satisfied that credit unions 
are not displacing any other type of business enter- 
prise, except to previde an alternative source of 
leans in a field where individual money lenders or 


lending institutions do not provide similar credit 
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Terente, Ontario : } ? was 
facilities ®t comparable net aie a This statement 
seems to imply that the volume of business of private 
institutions fh othe cguisthil, Leari-fteld ts not really 
injured in sede seal the activities of Credit Unions. 
Whatever might ion aiid: ef the situation in 1943 when 
personal loans by Credit Unions oe did not exceed 
$10 million would scarcely be true in 1960 when 
personal loans made by Credit Unions were about $425 
million. This compares with only $392 million of 
small loan balances outstanding on the books ef ail 
small loan companies and licensed money lenders in the 
same year. These figures suggest that in the small 
lean business co-operatives have cut into private 
business on a grand scale. It is not suggested that 
all of the $425 million. small lean business of the 
Credit Unions would otherwise have gone to private 
lean companies gmedsbiarics but it is safe to assume that 
quite a large part of it would have. It would not be 
surprising therefore, if small loan companies and the 
banks were to complain pretty bitterly about the 
faveured position of Credit Uniens threugh tax exemptiaqn. 
At the Ailes Then it almost goes without saying that 
the private enterprise fellow will vastly over-rate. 
the importance of the tax exemption in their competitive 
position vis-Aevis Credit Unions. 

222. From the above, it dees seem that there is 
a clear case for recommending the repeal of ehotasn 

62 (1) (k) of the Income Tax Act which exempts Credit 
Unions from tax. They would then fall to be taxed 


as ordinary companies and would be allewed to deduct 
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Teorente, Ontario | a Bai 
saerended dividends if they held out the prospect of 
them to their members = which*most of them do. The 
limitation (3% of capital pinkie $00) on the deduction 
would likewise apply. it appears also that the three 
year initial exemption: would 11 kietad apply to them 
danke they are incorporated under special provincial 
co-operative legislatien. All of this means simply 
that they would be treated for tax purposes the same 
ae any other co-operative. 

223. | This sounds all very simple and straight- 
forward but the Commission*should know that it might 
mean that Credit Unions (at least in Ontario) would 
have to revise their systems pretty drastically to 
avoid paying quite a bit of tax. On the other hand, 
it should not (in substance at least), cause much 
treuble iwQuebee, | 

22h, The point is that in Ontario, most of the 
funds (savings) put in Credit Unions is through the 
purchase of $5 shares (€140.7 million) and only a 

| pelidblvely skal ameunt is put in in the form of 
savings deposits, ($10.7 million). In Quebec, only 
$60 million was put in as share capital and $596 
million as savings deposits. The first point is that 
"the amount paid pursuant to a legal ebligation te 
pay interest" is deductible in computing profits for 
tax purposes while the amount paid out as dividends 
is, of course, not deductiblé. 

225. As a matter of fact, it seems almost certa 
that in Ontario, the so-called interest paid on 


savings deposits would not qualify as a deduction sinc 
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there does not seem to be any legal obligation to 

pay anything on depesite.coPublasnea Standard By-Laws 
state simply that interest may be paid en deposits. 
And as a sexy thine tiinbsnhian’ the Board of Directors 

of each Bhitehdsecide each year what they will pay 
each year. There is nothing faxed er certain about 
the rate. ‘It may vary from year to year just as 
dividends on shares may vary from year to year. 
Actually, there does not seem to be much essential 
difference between share capital and deposits. 

226. This is a pretty cenfused and slap-happy 
situation. spatdande, the idea ef taking members’ 
savings in the name of share capital rather than 
savings deposits is te give the member the feeling 
that the company is his = he owns a piece of it = 

and that his Union is not merely an independent 
corpeoratien that owes himtthe money he has deposited 
with it. One ether reasen mentioned is that sixty 
days' netice may be required for redemption of shares 
while only thirty days may be required for withdrawing 
deposits = (this sounds a bit phony). 

227 « The writer has not taken the time nor 

spent the money to get a legal epinien on the status 
ef so-called interest payments on deposits in other 
previnces. He has been told aes the legal distinctio 
between the position of sharehelder and depesitor is 
pretty clearly established in Quebec. In all 
provinces, the rule is one member, one vote, regardiles 


of share ownership. 
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228. If Credit Unions de not wish to bind them- 
selves to much of a fixed contractual rate of interest 
for a tise. it would iwitin quite simple for it to call 
the voluntary interest in excess of say, 1%, a patronag 
dividend, that teide subreeea payment to the customer 
(depesiter) for hawing left unviian with the company. 
Lt i already common practice to pay patronage divid- 
ends to borrower customers, a 10% to 15% refund of the 
interest he has paid to the Uniondduring the year. 

The Unions' customers are both borrowers and lenders. 
There is no obvieus reason why they should not beth 
get patronage dividends, with the lenders getting the 
same amount (less a fraction), which they now get in 
the eae iae voluntary interest. It is clear, however, 
that Credit Unions would have to pay tax on the profits 
now disbursed as dividends en share capital (Ontario, 
fer example) unless they change the ferm of the paper 
they hand out frem a share certificate to a deposit 
certificate with a lew fixed rate of interest and with 
the prospect of a patronage dividend taking the place 
ef an ordinary dividend en share capital. 

229. In view of the 20% tax credit for dividends 
received from taxable corporations, there should not be 
really much substance to any opposition by Credit 
Unions te the removal of their tax exemption. The 
removal of the exemption would make Credit Unions 
taxable corporations. Probably after deduction of 
interest and paccaibitt dividends few Credit Unions 
will pete taxable income in excess of $35,000. This 


means that as a rule their federal and previncial 
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corporate tax combined will not usually exceed 21% or 
22%. Nearly all shareholders who pay income tax = and 
it is fair te assume that most of them do - will be 
able to offset against their persenal income tax the 
tax paid upstairs by the corporation on dividends 
distributed to them. This may undermine to some 
extent the obpdsihteh to a enancecetee. However, 
particularly in the rural Credit Unions and Caisses 
Pepulaires, there will be some who, because of large 
personal exemptions will pay no inceme tax. They will 
receive no offset and accordingly, will have some 
remaining basis for complaint against the change-over. 
230. Credit Unions which are not old enough to 
have built up the reserve required by provincial law 
(10% of share capital and aspens¥s) would always be 
taxable on the amounts transferred each year to the 
Guarantee Fund. 20% ef yearly net. prefits have to be 
set aside until the fund reaches the 10%. A 21% tax 
on 20% of net earnings is net a very heavy tax burden 
and would not slow down very much the growth of 
reserves but, of course, it would be complained of as 
hitting the 7esKd ct of he let. This; of course, 

is a bad feature but all private business has to puild 
reserves out of tax paid money so let us not weep over 
the situation. It happens to everybody now except 
Credit Unions. It would, of course, be wrong in 
principle to allow in federal legislation a deduction 


for amounts transferred to reserve under a requirement 


ef provincial law. 
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(a) The ackinouus ef the McDougall Report 
for Credit moder exemption no longer have 
any stonattcant validity. 

(b) The present: exemption Section 62 (1) 
(k) of the Inceme Tax Act should be repealed, 
(c) In the absence of the present 
exemption Credit Unions would fail to be 
taxed in the same manner as any other 
co-operative. 

(ad) Allowing patronage dividends as a 
deduction is eminently sensible in law 
taxing the profits ef corperations. The 
3% limiting prevision is an illogical 
penalty. The three year exemption is 
undeserved privilege. | 

(e) There is a very awkward situation, 
particularly in Ontarie, and possibly in 
all aubriascevecuasiaue the deductibility 
ef interest payments see generally 

they seem te be entirely veluntary without 
legal obligation. | 

(f) In Ontarie particularly and possibly 
in most previnces except Quebec Credit 
Unions may find it desirable from the tax 
point ef view te cenvert shares into 
deposit certificates. 

(g) Credit Unions may find it expedient 
to pay patronage dividends to lenders as 


well as to borrewers if they de not wish 
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to contract fer more than a small amount 
of annual dnberens-on-depesita. 

(hn) The 20% dividend tax credit will 
recoup nest members fer the tax paid 
upstairs by the Union. 

(1) Amounts still te be bouiarensoe to 
Guarantee Fund would bear tax in future 
but there is nething wrong with this. 

All private companies do too. 

(j) Making Credit Unions taxable will net 
slew down their growth er hurt their 
existence appreciably. This is another 
way of saying that a 21% tax on a small 
profit margin will make little difference 
in the gross lending rate or the gross 
rate paid on deposits. The competitive 
advantage through tax exemption alone 
reflected in the rate structure could be 
put inyour eye. Removal of the exemption, 
however, would wipe out the strong feeling 
of resentment that exists teday because of 
the privileged position ef Credit Unions 


in tax law. It sheuld be removed. 


A. K. Eaton 
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The Honourable Dana H. Porter, 
Chairman, Royal Commission on Banking and Finance, 
Ottawa, Ont. 


Dear Mr. Chairman: 


Ra INTRODUCTION 
The Executive Council of The Canadian Chamber 


of Commerce submits its views on some aspects of Banking 
and Finance in Canada. The Chamber agrees fully that 
the time is appropriate for a careful and intensive 
review of Canada's financial structure. It hopes that 
the Commission will be able to recommend changes of 
lasting benefit to the Canadian economy. 

The Canadian Chamber of Commerce is the 
national voluntary federation of over 850 community 
Boards of Trade and Chambers: of Commerce (the terms are 
synonymous) throughout Canada. 


These community Boards and Chambers are 
established:to promote the civic, commercial, industrial 
and agricultural progress of the communities: and 


districts in which they operate and to promote good 
government at all levels: 75% of these community 
Boards and Chambers of Commerce serve communities: of 
less than 5,000 population. Included among the 
Canadian Chamber's: objectives. are the development and 


presentation of an informed public opinion and the 


securing thereby of effective action by the national 


legislature upon questions relating to the economic 


and public welfare. The Chamber aims at supporting 


and developing the Canadian system of representative 


government and the preservation and further improve- 


ment of Canada's economic system based upon private 
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initiative ahd individual enterprise. It also is 
concerned with the initiation and promotion of policies 
designed to further the more effective use of the 
nation's resources of manpower, raw materials, techno- 
logical ellis oe production facilities and money. 
This brief is based upon the democratically 
evolved principles and policies of the Canadian Chamber 
and is submitted by the Executive Council, which is 
appointed by the National Board of Directors, the 
governing body of the Chamber, to carry on the ordinary 
business of the Chamber Siekae the interim between 


meetings of the Board. 


Lis PRINCIPLES 

The broad principles of. the Chamber regard- 
ing the functioning of Canada's economic system are 
well known, having been outlined in detail in its 
Policy Declaration on Freedom of Enterprise, parents 
at the annual meeting of the Chamber in October 1961, 
and need only briefly be referred to here. Attached 
as an Appendix, is a copy of above mentioned Policy 


Declaration. 

The Chamber regards the maintenance of 
Bacganet freedom as being of paramount importance, 
and feels that wide latitude of consumer's choice, 
liberty of the worker in choosing his employment, and 
independence of the enterprising spirit are integral 
parts of personal freedoms.. In addition, the Chamber 
believes that in order nS oat these freedoms mean-=- 


ingful in all cases, adequate measures. must be 
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provided to protect the material standard of living in 


the case of individuals who experience loss of income 
due to inadvertent misfortune through unemployment, 
accident or sickness. 

The Chamber believes that this kind of in- 
dividual well-being will best be achieved within an 
economic framework where competitive enterprise is 
permitted to make its maximum contribution, and where 
government policies are designed to facilitate this 
contribution. 

The Chamber believes that these broad 
principles apply as fully to the kind of financial 
system or capital market that Canada should strive to 
build and preserve as they do to the kind of economy 
in general that Canada should hope to enjoy. Indeed, 
the Chamber is convinced that free play in the al- 
location of the nation's capital -- a primary function 
of the capitelweriet -- is a preven tte for freedom 
in business enterprise; for the structure of the 
economy will finally be decided by the way savings are 
put to use.. 

More specifically, the Executive Council 
believes that the economy will best be served by a 
capital market that is free, competitive and viable. 
It does not believe that the capital market is 
functioning perfectly now in every respect; nor, to be 
realistic, does it believe that a time will come when 
it will function perfectly in every respect. What it 
does believe is that the market functions im- 


measurably better than any system based on 
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governmental control of the way the nation's savings 
are put to work. The Executive Council believes that 
the present deficiencies in the capital market can be 
remedied so as to make it function even more efficient- 
ly than it does now. 

The role of government should be one of en- 


couraging the system to function more smoothly. 


de’ SUMMARY OF RECOMMENDATIONS 
There is summarized below the recommendations 

which have been made in this Submission: 

ke THAT the role of government be to encourage 
‘the private competitive economic system to 
function more smoothly. 

Ze THAT co-ordination be developed among various 
official fiscal, monetary, debt, and ex- 
change policies comprising one overall 
economic policy for which the government is 
responsible. 


Sis THAT the Bank of Canada Act be amended so 
as to give the government the authority to 
issue broad directives to the Bank of 
Canada on overall monetary policy. 

4, THAT there be established an advisory body 
of ae people on whom the government 
might call for advice on the technical 
aspects and effects of the government 's 
operation in the financial market. 


ae _ THAT consideration be given to the Bank of 
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term basis, a senior executive who has 
enjoyed an extended period of experience in 


the financial business, outside the Bank of 
Canada. 

THAT the government, as well as the central 
bank, recruit personnel experienced in the 
technical operations of the capital market, 
THAT an effort be made by the Bank of 
Canada to inform the public more clearly 
about the purposes and capabilities of 
monetary policy. 

THAT a fixed central bank rate is desirable 
and should be retained. 

THAT the membership of the Board of 


Directors of the Bank of Canada be changed 
so as to include individuals of long ex- 
perience in thasoperatien of the financial 
System. To this end, it is suggested that 
the composition of the Board should emphasize 
competence in financial and economic matters. 
THAT anti-cyclical fiscal policy be followed 
which can quickly be reversed, e.g., tax 
adjustments rather than changes in govern: 
ment expenditures. 

THAT measures to provide a level of material 
security to the unemployed are a necessary 
part of anti-cyclical economic policy. 

THAT a review be made of the government's 
financial institutions to determine what 


areas of government operations are adequately 
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served by private business, and that steps 
be taken to eliminate government operations 
from those areas. | 

137 THAT government financial institutions 
should not operate on subsidies but be self- 
sustaining, and that these institutions 
provide sufficient material in their annual 
and other reports to enable the observer to 


appraise adequately their operations. 


14. THAT tax exemption for credit unions be 
removed. 
15% THAT government explore with the institutions 


of the capital market the filling of some 
gaps in the capital market by new private 
corporations. 

164 THAT there should be more frequent changes 
in the prime chartered bank rate and that 
the ceiling on iveuus Hinates of bank loans 
be removed. 

Ls THAT recognizing the necessity of raising 


risk capital, the commissioners consider 
measures to eliminate abuses and unethical 
methods in the sale of very risky and highly 


speculative stocks. 


IV. ECONOMIC STABILIZATION POLICIES OF 
GOVERNMENT irouph the bond market: 


1. Co-ordination of Policies 


The financial system is directly influenced 


by the government's monetary, fiscal, debt and ex- 


change rate policies. Co-ordination between those 
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policies is essential. The nation's ability to achieve 
the over-all objectives of high level employment, 
satisfactory increases in the standard of living, and 
reasonable stability of prices will be enhanced if 

such co-ordination exists; otherwise it will be jeo- 
pardized. lLack of constant co-operation and co-= 
ordination may lead to policies which create the im- 
pression abroad that Canada is unable to manage its 

own affairs in a competent manner. 

To those who would argue that Canada need not 
concern itself with the views of other nations, the 
Executive Council would reply that our trading and in- 
vestment interests demand that Canada's counsel and 
credit in international financial and economic circles 
be held in respect. 

It is equally important that Canada should 
do nothing which discourages foreign investment, since 
it is unlikely we can, for some time, fully finance the 
capital development which will be necessary to secure 
our national objectives of employment and productivity. 

Co-ordination between the various official 
policies is also necessary from a technical point of 
view. It has been obvious over the last several years 
that the success of the government's fiscal policy 
must ultimately depend on the ability of government to 
finance its deficit through the bond market; and its 
ability to sell those bonds may depend heavily on the 
kind of monetary policy being pursued by the central 
bank, as well as its own fiscal policies. On the 


other hand, fiscal and monetary policies being pursued 
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will influence the rate of exchange on the Canadian 
dollar. Accordingly, the Executive Council believes 
that policy co-ordination is essential, and that 
separation is futile. 

For these reasons the Executive Council 
believes that the various afore-mentioned policies | 
should really be regarded as a part of one overall 
economic policy and for which the government is un- 
mistakably responsible. 

This matter should be clarified, and the 
Executive Council recommends that the Bank of Canada 
Act be amended so as to give the government of the day 
the authority to issue broad directives to the Bank of 
Canada on overall monetary policy when the views of the 


government are contrary to the Bank's policy. 
The Executive Council feels that the position 


and prestige of the Bank of Canada must not be under- 
mined; but rather it will be enhanced if the public 
is assured that the Bank at all times enjoys the 
confidence of the elected government. 


2, Relationships between the Financial 
System and the Government's Financial 
Policies 


Monetary policy is implemented through the 
machinery of the capital market; it requires the Bank 
of Canada to buy and sell securities -- to operate in 
the market. Government fiscal policy also involves 
frequent official contact with and operations in the 
markets; for example, when there is a cash deficit, 


bonds have to be sold. Similarly, the government's 


exchange rate policy requires frequent official action 
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in the market. 

The point to be emphasized is that govern= 
ment has become a major force in the day-to-day 
operation of the financial markets. It would appear 
however that government at times has been insufficiently 
aware of the effects of its action on the capital 
market. Therefore, the Executive Council believes 
that it would be useful for there to be established an 
advisory body of financial people on whom the govern- 
ment might call for advice on the technical aspects 
and effects of the government's operation in the 
market. The Executive Council feels that consideration 
should also be given to the Bank of Canada appointing 
to its staff, on a short term basis, a senior executive 
who has enjoyed an extended period of experience in | 
the financial business outside of the Bank of Canada. 

In addition, in those key areas of the 

machinery of official policy where contact with the 
capital market is frequent and important, the Execu- 
tive Council would recommend that the government, as 
well as the central bank, recruit personnel experienced 
in the technical operations of the capital market. 
The Executive Council feels that economic policy will 
be implemented more smoothly and will create fewer 
distortions in the functioning of the capital market 
if this were done. 

3. Stabilization Policies. 


(a) Monetary Policy 
The Executive Council believes that 


maximum use should be made of the monetary mechanism, 
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and that a maximum effort should be made to perfect 
the implementation of monetary policy. This view is 
based on the recognition of the fact that monetary 
policy works through and essentially is in harmony 
with the operation of a free capital market; and on 
the belief that if changes in it are implemented at 
the right time and with determination, it will have a 
| powerful and pebyacitk effect which is absent from 
other stabilization techniques. 

There is sometimes a tendency on the part 
of the publie to expect too mach from monetary policy. 
Disappointment may potiByineowaud the judgment of the 
central bank's management may have been fallible, or 
because publie sepaccherets were unrealistic. The 
Executive Council recommends that an effort be made by 
the Bank of Canada to inform the POPPY Mas oTealty 
about the purposes and capabilities of monetary policy. 
This would have the advantage of enabling the financial 
press to explain policy to a large section of the 
general public. 

As to the effectiveness of monetary policy, 
the Executive Council feels that it will be enhanced 
by the return to a fixed Central Bank Rate because TU 
may lead to greater flexibility in "institutional" 
interest rates such as the chartered bank loan and 
Savings deposit rates. The Executive Council has 
preferred a fixed post nia Bank Rate because it gives 
businessmen a clearer impression than formerly was 


possible, of the basic trend of central bank policy. 
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There has been a natural tendency to read the Bank of 
Canada s weekly statement for signs of a change in policy 
with the result that purely transitory developments 

in that statement sometimes have been interpreted as 
basic policy changes. Changes in a fixed Bank Rate 
will encourage public discussion of monetary policy 
and of the problems of economic stabilization. In ad- 
dition, it appears likely thats in time the somewhat 
rigid borrowing and lending rates of banks and other 
institutions will begin to move with the changes in 

the fixed Bank Rate and so will become somewhat less 
rigid -- a development which would enhance the effect- 
iveness of monetary policy for economic stabilization. 
The effectiveness of monetary policy would be enhanced 
if it were generally recognized that "tight" money is 
intended to "hurt", and if great care were taken to 
ensure that it did not cause unjustifiable hardships 


in particular sectors of the economy. 


The Executive Council believes that the 
central bank's relations with and operations in the 
financial phils se as well as the nature of its policy 
would be improved if it had as advisers individuals 
with long experience in the operation of the financial 
system. It recommends therefore that the membership 
of the Board of Directors of the Bank of Canada be 
changed: so as to permit this to occur. The com- 
position of the Board should emphasize competence in 


financial and economic matters. 


(bo) Fiscal policy 


The foregoing discussion should not be 
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interpreted as implying that the Executive Council 
places tie ni reliance on monetary policy, for it 
does not do 80. It is essential on due to the 
limitations of monetary policy, appropriate fiscal 
policies, as well as suitable debt management and ex- 
change rate policies be followed. 

The Executive Council feels that a clear 
distinction should be drawn patwsert tt eee policy 
designed to deal with the business cycle, and fiscal 


policy designed to achieve longer run national ob- 


Jectives. Any anti-cyclical fiscal policy adopted 
Should be one which can quickly Heh tase The Ex- 
ecutive Council favours tax adjustments rather than 
changes in government spending - particularly govern- 
ment spending which cannot be reversed quickly and 
which does not add to useful social capital. 

One aspect dividedtvntite fiscal policy 
deserves special consideration: _e is the effect it 
has on business enterprise. The Executive Council 
feels that government fiscal policy should be designed 
so that it will provide an incentive for economic 
growth in the private sector during periods of slack 
economic conditions and for restraint during periods 
of inflation. The recent budgetary changes relating 
to the acceleration of: capital cost allowances, tax 
concessions relating to sales increases, and the en- 
couragement of research ezpenditures ait examples of 


such fiscal measures. 
More can be done, however. Allowances in 


addition to the 100% write-off could be used to 
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stimulate investment as could the Swedish system of 
a tax free investment reserve in business, available 
for capital expansion when government declares that 


such expansion is desirable. 


(c) Protection Against Loss of Income 
it is regarded, as inevitable that even 


with the most proficient use of monetary and fiscal 
policies, there will be times when the economy is not 
working at full capacity. Canada's position in inter- 
national trade alone suggests that this will be so. 
Therefore, there will remain the problem of meeting 
the material needs of people who periodically are un- 
employed. Those needs, based on our social conscious- 
ness, can properly be regarded as the costs of retain- 
ing the type of economy we have, and meeting them can 
properly be regarded as spreading in an equitable ~ 
fashion the costs of retaining that system. 

For this reason at least the Executive Council 
regards measures designed to provide a level of 
material security to the unemployed as being a necessary 
part of anti-cyclical economic policy. 

Vx GOVERNMENT IN THE BUSINESS OF FINANCE 

We earlier stated the view that when govern- 
ment intervenes in the functioning of the financial 
system, it should do so with the objective of im- 
proving the functioning of that system and filling 
gaps in it that need to be filled and are not being 
filled by the private sector. It is the latter which 
should be the criterion when deciding whether government 


should or should not itself establish financial 
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institutions such as the Industrial Development Bank 
or Central Mortgage and Housing Corporation; or whether 
or not it should introduce special arrangements such as 
guaranteed loans to home owners, farmers, and small 
businessmen, 

It is not the intention of the Executive 
Council to review the operations of the government's 
financial institutions in order to indicate which ones 
are and which are not following that criterion. The 
Chamber does, however, recommend that such a review 
be made of the government's financial institutions 
and that steps be taken to eliminate government oper- 
ations in areas which are adequately served by private 
business. We wish to make several additional points. 

First, government financial institutions 
should not as a general rule operate indefinitely on 
subsidies; they should be self-sustaining. All costs, 
including depreciation, taxes and a competitive rate 
on funds they borrow, should be taken into account. 
The need to fill gaps is not synonymous, in most cases, 
with the need to provide subsidies. This would ensure 
that if government institutions do in fact impinge on 
the areas of the capital market already being peeea 
by private institutions they will at least do so in 
a fair and truly competitive manner. 

Second, government financial institutions 
should provide sufficient material in their annual 
and other reports to enable the observer to appraise 
adequately their operations errr -- to determine, 


whether the institutions are prosperous or not when 
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judged by sound accounting and economic criteria. Such 
information should show whether the institution, in an 
economic sense, is successful because it is indeed fili- 
ing gaps or because it has found that it can grow more 
quickly if it enters into fields already being served 
by rtyebe institutions. For,example, there is a 
danger that governmental financial institutions, be- 
cause of the natural tendency for officials to want 

to see their volume of business grow, will more and more 
move into areas beyond the gaps which constitute the 
basic justification for their existence. 

Third, the Executive believes that gaps in 
the capital market should in most cases be filled by 
new private corporations. For example, the Chamber is 
encouraged by the formation of the Export Finance 
Corporation of Canada Limited, a private company whose 
principal purpose:is to provide medium term financing 
for exports which are insured by the Government of 
Canada's Export Credit Insurance Corporation. Other 
more recent examples are the formation of RoyNat 
Corporation and The Canadian Enterprise Development 
Corporation Ltd., organized by groups of large lending 
institutions. 

Finally, consistent with its opposition to 
subsidies for government financial enterprises, the 
Executive Council opposes concessions to other 
activities such as the exemption of credit unions from 
corporations income tax. We see no economic justifi- 
cation for such an exemption, particularly now that 


credit unions have become big business. 


4 a” ; _~— ' i _*) f 
=.) 7 = 7 +e E i : 2. ome? oF) aw punoS VY) inownk 
(ean = = Os pee 4 ; ud ! a?) on een oes ol 
~ as ce ta ie bared ey ne ; ‘- ew ee ek 
« wat > f e? . i i". } 
oer tl ’ _— wee! e Yo. . 
? i iv, , : . Nie “ In 8 _ NG o> 


- owe atrediito iheiasinaiee pis antievooos: sau a bags 
i fis ek moltutitent edd tedtedw wore pions SA SAap Bat | 
=~ beebat ef FE Ssausoed fwigessoua at .sanea otmomose 
eal worg aso ti tedt bawot asd tt sausssd to acsg ‘ent 
bevisa gated ybserls abLelt odat aretme tL TE yLolotup 
8 el evedd .slqmexs rol .anoitudttant: stisving yd 
-od ,entottutitent [stonset? Lsdaomrsvog daedd Tegish. 
gnew OF aletoltto vot yonobned Lscetan add to. aaues 
etom bas suom [ftw .wotg agenmteud to emulov thedt 988 oF 
ond etutisanoo dotdw eqex ends baoyed ase%s osAt svom 
sonetaixe tleds tol nottsoltisaut otesd | 
si agsa vsds asvetisd syivusexd ent .bertdt. 
yd DSelitt od sesso taom mt biuodea sexism [atiqss sat 
;; el tedinedd erit .olqmsxs arom -euolisitogioo edsvitgq wed 
Ssoneald sxoqxil ent +3. AeevAnGet oft vd besstsosons 
 ga0dw yteattos evevitg s .bediahl sbsms0 to soltdsroqtod 
gitomentt mret mvibem sbhivorg of at adg tie faqtontag 
to Smemmrrsvod ods vd beivent oss dokdw asitogxs tot 
TadsG / Holtstogtad eonseitwent gibet) troqxd €' sbsasd 
JsUYOH to Aottemtot od} ets aslgnexs gnsos¢ stom 
‘tnemgotsved eateqtetnd asthaned oA bere Holistoqiod 
afitonel egisf£ to equvory +d Dosfasgto .. bk nots togtod 
| -enolkiusgitanl 
o8 nots seogas asf dtiw taetetanoo  yilenta 
ead .ssatiqretas Istoresnkt Jaomimevoy tot asthbtadue 
tanto od anolaasonos aszogdo Lronvod evisuooxt 
 mott anotaw steers to moktqmexs sit ea dowa sottivitos 
a FhEseut oimonoos of 992 eW .xst smoont eaoltstogros 


gedy wor yirslyotstaq enotdqmexs as dowa tot notsso 


-eeoritaud gid smooed evad anotmy tibato 


e~ 


ey > §-ahe! a 


ik Con ue 


Nethercut & Young Al7T 


Toronto, Ontario 


5 A DEFICIENCIES OF THE CAPITAL MARKET 

The Executive Council does not pretend to be 
able to outline all or even most of the areas where 
improvements in the capital market may be made. It 
will refer only to a few which have come to the at- 
tention of some of its members. But first it should 
be made clear that the Executive Council deplores 
abuses and unethical methods in the sale of very risky 
and highly speculative stocks; it deplores the fact 
that the impression which che pubiie has of the financia 
system is too frequently based on isolated instances 
of such abuses; and it urges the Commissioners to 
‘consider measures which will eliminate them. For a 
capital market to remain free it must retain the 
confidence and support of the general public. 

The Executive Council feels that the 
financial system would va ipusoned if competition 
within the banking system were improved. While there 
is competition, between banks on services provided, 
it does not extend to the prime loan rate or the 
savings deposit rate. Increased flexibility in these 
rates is desirable. 

The 6% ceiling on chartered bank loans is 
an anomaly in a free market and it is recommended that 
the ceiling be removed. It should be remembered that 
this might help some borrowers who are not now able 
to obtain loans, and would enable the banks to pay a 
higher rate on savings deposits. Also, the 6% ceiling 


should be really viewed as being "paid for" not by the 
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banks but by the saver who now obtains a low rate of 
interest on his savings account. 

Further flexibility could be achieved by en- 
couraging the banks to become more competitive in their 
Hate setting. The Executive Council does not believe 
that such a policy would produce different rates 
between banks -- indeed in a highly competitive situ- 
ation one would expect them to be the same =-=- but what 
it might produce is different levels of rates in general 
and economically more appropriate timing in the change 
of rates. Changes in these rates should more closely 
coincide with changes in economic conditions and in 
the capital market than has been the case in the past. 
Both the business community and monetary policy would 
benefit from such increased flexibility. 

The Executive Council recommends that the 
chartered banks' freedom in deciding to whom they should 
make loans should not be compromised. At the same 
time it feels that periods of tight money restrict small 
businesses more than large businesses because the 
small businessman frequently has only one outside source 
of funds -- his banker. It, therefore, further recom- 
mends that the government take steps to ensure that 
it has current information on the problem and, if 
necessary, introduce measures which will place small 
businesses with good credit on an equal footing with 
large business during periods of credit restriction. 

All of which is respectfully submitted. 


D.L. Morrell F.W. Bradshaw | 
General Manager Chairman, Executive Council 
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Appendix 


FREEDOM OF ENTERPRISE 


Canada's Economic System 


The Canadian Chamber of Commerce believes in and 
supports the economic system of competitive enterprise 
basedion individual freedom of choice and personal 
initiative and responsibility. 

The 'Canadian Chamber of Commerce believes that 
one of the basic aims of public policy should be the 
maintenance of personal freedom. In this atmosphere 
the consumer is free to make his own choice as to how, 
when or where he will spend his income. These indi- 
vidual choices collectively provide the great stimu- 
lating and controlling force governing production. 

For this force to operate effectively, suppliers of 
goods and services must be free to compete for these 
choices, satisfying old ones more economically and 
searching out new ones sare teeen she In this competitive 
atmosphere, only the efficient suppliers of goods and 
services can prosper. Suppliers who remain inefficient 
or who continue to produce things no longer wanted will 
not survive. Through such competition, changes take 
place and efficiency is increased to the benefit of 

the consumer. Hence come the phrases "Freedom of 
Enterprise" and "The System of Competitive Enterprise". 

Canada can be great and prosperous only if 
all individuals have the incentive of adequate rewautt 
for risk, energy, initiative and enterprise, along 


with the right to enjoy the fruits thereof. 
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The Chamber affirms that -the core of its 


policy is to support the enterprise system. It believes 
that within the freedom concept, limitations on the 
freedom of the individual are justified in the interests 
of law and order. However, the unwarranted and arbi- 
trary exercise of power by governments, often influenced 
| by pellectivist theories, destroys initiative and cur- 
teite the dynamic qualities which are essential to the 
productive operation of private enterprise.. 

The Chamber recognizes economic education as 
the most potent instrument for the extension and 
development of the Canadian enterprise system. In 
this regard, the Chamber is committed to do all in its 
power to help with the enlightenment of the individual 
so that he can develop better understanding and act on 
his own authority and responsibility. 

The Chamber recognizes the responsibility of 
society to help those individuals incapable of 
providing for themselves, but does not believe that it 
is the business of the State to provide those services 
which the individual can supply for himself. Social 
security must not become an end in itself. Canadians 
must beware of looking to the State to provide security 
to the extent that the individual loses incentive to 
provide for himself. 

If ever business, or the people in general, 
come to believe that they can turn to government in 
every difficulty, the springs of initiative and self- 
reliance will run dry. The Chamber puts its faith in 


the responsibility and the resourcefulness of 
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individuals operating under the competitive enterprise 
system, believing that these factors will ensure the 
highest possible standard of living for the whole 


Canadian people. 


RECOMMENDATIONS : | 

1. that members of the Chamber Hromote @ greater ap- 
preciation of the economic system of competitive | 
enterprise. 

2. that member Boards and Chambers establish active 
Public Affairs Committees with a view to developing 
at the local level programs of action with respect 


to provincial and national problems. 
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Ottawa, Ontario 
Wednesday, 
October 24th, 1962 


--- At 9.20 A.M. the hearing commenced. 


SUBMISSION OF 


CANADIAN LABOUR CONGRESS 


oe Cm ee CoD ee ee ee ee ee ee oe 


APPEARANCES 
Mr. Donald MacDonald - Secretary-Treasurer 
Canadian Labour Congress 
Mr. Russell Bell - Acting Research Director 


Canadian Labour Congress 


es ee 


THE CHAIRMAN: We will now consider the brief 

of the Canadian Labour Congress. We have all read 
this brief with considerable care and we are very 
much impressed with the amount of work and tndugne 
that has gone into it and wish to doacedcutdes you 
on the brief that you have presented. 

As you understand, it is not necessary 
to read the summary unless you so desire; having 
read the brief generally we proceed with questions 
and enter into a discussion on various aspects of the 
points that you have raised. Is that satisfactory 
to you? 

MR. MacDONALD: Yes. 

THE CHAIRMAN: We will now proceed. 

MR, MacDONALD: My Lord Chief Justice and 


members of the Commission, I should perhaps first of 
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all say on behalf of the Canadian Labour Congress, as 
one of the bodies who requested the establishment of 
your Commission, that we welcome this opportunity to 
appear before you and present our views, 

As we have indicated in the opening para- 
graph of our submission, we believe that the operations 
of the monetary and financial institutions of this 
country have an important bearing on two matters with 
which we are very much preoccupied at the moment and 
which cause great concern; namely, unemployment and 
economic growth. That is, you have no doubt noted 
from your perusal of the document that we have laid 
great emphasis on these aspects of our submission. 

I perhaps at this point should also express 
my regrets that for the reasons set forth in our 
official submission it is not possible for us to be 
as helpful as we would have otherwise liked to be with 
respect to some particular matters about which you 
have inquired, such as the activities of unions as 
borrowers and lenders in the capital market, and 
the information which you indicated was desirable with 
regard to pensions operated on behalf of workers. 

We would have liked to have provided the desired 
information, but, as we have explained, it is not 
possible within our nteuéture to obtain it as easily 
as might be assumed. However, we have tried to the 
pest of our ability to»set forth, as was indicated 
was desirable, our basic philosophy with regard to 
the central questions fins Endy the Commission and, as 


you have already indicated, My Lord Justice, we are 
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relieved to find that we are not expected to read 

the entire submission or even the summary, and we take 
it for granted that what will be done is questioning 
with regard to matters that are contained in the 
submission itself. 

I am not an economist and certainly would 
not wish to have any misunderstanding with regard to 
my qualifications; therefore, any technical or economic 
questions that arise will be dealt with by our acting 
director of research, Mr. Russell Bell, who is here 
with me, and I will, of course, endeavour to deal with 
any matters of basic policy or structure or function 
of the labour movement in general or the Canadian 
Labour Congress im particular. 

I think that is all we want to say at the 
moment, My Lord Justice and gentlemen, and as far 
as we are concerned we are prepared to receive and 
try to cope with any questions that might arise from 
your perusal of our submission. 

THE CHAIRMAN: Thank you very much. 

COMMISSIONER LEMAN: Mr. Chairman, before 
we get into the part of the discussion dealing with 
the views expressed in your brief, could I ask you 
very briefly to tell us what are the main functions 
of the C.L.C. as such? 

MR. MacDONALD: Yes, I think this would 
be helpful and questions of this kind will place 
our position in better perspective, perhaps. 

The Cansdidiee bebour Congress is a national 


labour centre. It is not a union in itself, it is a 
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federation of unions who banned together on a voluntary 
Basis and the Congress' main functions are that of 

a co-ordinating and legislative body at the national 
level, although it does interest itself and is active 
in practically all activities that come within the 
scope of labour, and today that is pretty broad. 

That is an extremely brief statement of 
our position, but if you wish me to amplify it, I would. 
We have a million and 70 thousand members and approxi- 
mately 116 affiliated national and international unions, 
others of which are regional and provincial, and with 
some 20 odd thousand in unions which are directly 
chartered by the Congress itself. 

We operate throughout the country and we 
have established ourselves I think in almost every 
nook and cranny of Camada and we maintain five regions 
throughout the entire mation with staffs and headquarters 
in each of these regions and conduct our organizational 
and educational work oe Ee from these regional 
operations. 

We are also extremely active -- I don't 
know if this is of interest to the Commission, but 
perhaps it should be weriuaeta in passing -- we are 
also extremely active at the world level; we are << 
of the founding members of our world-wide body, the 
International Federation of Free Trade Unions, and 
participate very actively in this work. 

I don't know if there is anything more I 


could add usefully at the moment, and if this gives 
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awe to any further questions I would be delighted 
to try and answer them, of course. 

COMMISSIONER LEMAN: You say in your brief 
that there are a few areas where you don't have certain 
statistics that the Commission have asked for; these 
are not, perhaps, Statistics which you regularly assemble 
and therefore they were not available, but does the 
Congress, does the Research Department of the Congress 
gather statistics of its own or just work with the 
available published statistics from D.B.S. and other 
sources, or do you assemble statistics of your own? 

MR. MacDONALD: We do both. Do you wish 
to answer that? 

MR, BELL: Yes, we do both, as our secretary- 
treasurer has just said. Om the one hand we, of 
course, use very directly the official statistics 
put out by the government, the D.B.S. statistics and, 
of course, we have access to statistics put out by 
other governments agencies, and so on, but in addition 
to that we also collect statistics with regard to matters 
of a collective bargaining nature and our Research 
Department supplies information with respect to 
collective bargaining statistics, and the various 
unions that are interested in such are getting such 
data. | 

COMMISSIONER LEMAN: Now, in another field, 
what are what you call the areas of authority of the 
Congress over the member unions? 

| MR, MacDONALD: I suppose that would hinge 


on the definition of "authority", but actually we are 
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composed almost Gretaevely of autonomous affiliates; 
about 70 per cent of our membership and roughly the 

Same percentage of our affiliate unions are international 
in character, operating in both the United States and 
Canada, and the vast Racer ity of nie others are national. 

Each of these autonomous affiliates conduct 
their own affairs and their affiliation with the C.L.C. 
is on a purely voluntary basis. However, we do 
naturally require the affiliates and the members 
to support the constitution of the organization 
of which they are a part and to subscribe to fae 
principles me policies, and where they do not do so, 
of course -- like all other democratic organizations -- 
we maturally have to enforce such discipline as in 
the opinion of our comvention is warranted. 

COMMISSIONER LEMAN: But so long as they 
want to remain members they cam, but they also can 
withdraw if they want to? 

MR, MacDONALD;: Yes. 

COMMISSIONER LEMAN: As long as they want 
to remain members, very broadly, what sort of things 
do they have to agree to? Is it im economic matters, 
for instance? Is there anything of am economic nature? 

MR. MacDONALD: Not with respect to 
collective bargaining; collective bargaining as such 
is purely within the jurisdiction of the individual 
unions. We do, epee make our economic position 
known through our convention, taveuen democratic action, 


and our economic views are assumed -- because of the 
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manner in which they are adopted and approved -- they 
are assumed to reflect that of all our membership and 
all our affiliates unless we have some indication to 
the contrary, which has never been the case, 

COMMISSIONER LEMAN: Well now, would you 
restate for us, Mr. MacDomald, the very broad 5 Coa 
which you take om what are the objectives of economic 
policy that the Comgress supports? 

MR. MacDONALD: I think that Mr. Bell is 
much better qualified to deal with that than I am. 

MR, BELL: The general economic objectives 
of the Camadian Labour Comgress, is that the question, 
sir? 

COMMISSIONER LEMAN: Yes. I wouldn't say 
it.is.the objectives. of the Canadian Labour Congress; 
it is the economic cbjectives which the Congress feels 
are the right ones for the country to pursue. 

MR, BELL: At.our last comvention the. 
Canadian Labour Congress adopted a statement on 
economic policy, amd this particular statement set 
out ~¢S the main goal, the main ecomomic goal or 
objective of the Congress, as being full employment. 
This has been our primary interest, as you would naturall 
expect, and we have comsequently tried to formulate 
what is in our opinion appropriate policies to. achieve 
this goal of full employment. 

COMMISSIONER LEMAN: That is the primary 
one. Are there secondary ones, too, which you feel 
go along with this. | 


MR. BELL: Yes. Iwas going to add, sir, 
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that while we advocate as our primary goal, full 
employment, at the same time we are advocating measures 
to bring about that primary goal and we are also con- 
cerned that such measures should also lead to stability, 
to economic stability. 

We are concerned with the whole subject 
of price, of course, and comsequently we have tried 
to formulate policies that would bring about full 
employment with the maximum price stability. 

COMMISSIONER LEMAN: Well mow, do you 
believe that you could put some kind of quantitative 
measures on what vod carl full employment and reasonable 
price stability, the best possible price stability 
and growth of the economy. Do you think you could 
put figures on what you would think are satisfactory 
achievements in those fields? 

MR. BELL: Well, as far as full employment 
is concerned, we have generally taken the position 
that if we have no more than 3 per cent of the labour 
force unemployed, then we have virtually full employ- 
ment. 

COMMISSIONER LEMAN: Could you elaborate 
on that a little bit? You use that figure of 3 per 
cent; is that because of the nature of that index? 

MR, BELL: The 3 per cent figure has to 
be an arbitrary bake as you appreciate but, om the 
basis of our information and knowledge, we have 
assumed that given the kind of circumstances, the 
es ae circumstances that prevail in this country -- 


the economic and social circumstances, I should say -- 
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that 3 per cent or less of the labour force unemployed 
would virtually amount to full employment. 

There is, of course, a certain amount 
of frictional unemployment that takes place in a 
country, and particularly im a coumtry like this, 
and consequently some allowance has to be made for 
that, amd I think that if ome makes this kind of 
an allowance that the 3 per cent figure is not an 
unreasonable one. 

Perhaps eae would like me to briefly 
elaborate on what we mean by frictional ceucigetes: 

COMMISSIONER LEMAN: We have had repre- 
sentations made om that. I was wondering if you 
would go so far as to say, however, that if you should 
go beyond 3 per cent unemployment -- in other words, 
2@ per cent or one per cent -- you have passed what 
you would call the full employment base, and then 
you begin to have trouble with the other objectives which 
you want to pursue. 

MR. BELL: Well this, .of course, depends 
on the economic circumstances. We had for quite 
a number of years, as you are undoubtedly aware, in 
the earlier post-war years this less than 3 per cent 
labour force umemployment. As a matter of fact, the 
percentage of unemployment has been quite a bit less 
at certain times, less than 3 per cent. Of course, 
there were certain conditioms that gave rise during 
that period to full employment and I am sure that you 
do not want me to go into all of the reasons why we 


had full employment during the earlier post-war years 
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because I am sure you are fully acquainted with those 
reasons and I am sure that those reasons have been 
discussed before your Commission previous to our 
attendance here. 

COMMISSIONER LEMAN: What I was driving 
at was this; you believe, for instance, that 3 per 
cent in deuaad represents a full employment position 
and that the moment you exceed that it will have a 


direct effect, for instamce, on the pressure on prices? 


MR, BELL:: Well this, of ceurse, is 
very difficult to say. 

COMMISSIONER LEMAN: It has a direct 
relationship? 

MR, BELL: Yes, because what you are 
hinting at -- if I might put it this way -- omce you 
get below the 3 per cent level then you are getting 
into what some economists call over-full employment. 

Now, where or just at what stage this so- 
called condition of over-full employment is attained 
is exceedingly difficult to Say. Conceivably, if you 
have the entire labour force employed, if you had 
no unemployment whatsoever, that this presumably would 
indicate a state of over-full employment because it 
wouldn't take into consideration the normal frictional 
unemployment. 

COMMISSIONER LEMAN: What I am thinking 
about is that when you have separate objectives these 
have to be kept in balance, you say, and I am wondering 


how you believe that this balance works in practice? 
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MR. BELL: Well, I would just like to 
make this point, sir. AS you are probably well aware, 
there has been a considerable amount of controversy 


over the past few years on the subject of whether 


or not you can have full employment accompanied by 


price stability. 
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This argument has been in full force in the United 
States, I think in particular, for the past few 
years. It has been the subject of very considerable 
controversy, and it is a controversy, of course, 
which has not been settled by économists; such .as 
many other controversies, We have taken the position, 
though, that if it is not possible to have, aay! 
complete price stability and at the same time full 
employment, then our priority would be peor te the 
full employment. 

ft am not suggesting that it is not possible 
to have complete price stability and, at the same time, 
full employment. Quite frankly this is an exceedingly 
difficult question to answer. I do not think anybody, 
really; is in a position to answer this, «but if price 
Stabllity and full employment are not mutually =; 
attainable, then we would certainly give preference 
to full employment, This is a position which has 
been taken by many European governments and their 
economists. AS you are probably aware, price increases 
have been much more considerable in Europe, particularly 
in the last few years, than here in Canada and=<the 
United States. As a matter of fact, both in Canada 
and the United States during the last few years we 
have had virtual price stability. It is*quite*“true 
that there have been some upward rises to-the consumer 
price index but I personally take the position that 
if you have a small rise in the consumer price index, 
fer example, that this does not necessarily indicate 


a State of inflation because there are certain upward 
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biases in the consumer price index. I am sure this 

has been discussed before your Commission on previous 
eccasions,. One, of course, is in connection wtth the 
increased quality of goods and services. Consequently, 
a slight rise in the consumer price index, the.kind 

of — we have been having over the past few years, 

may simply reflect that improvement in the quality 

ef goods and services. If that is the case, I+do not 
think you could call that inflation. 

COMMISSIONER LEMAN: And this moderate price 
increase at the ofkeikly goods level, you feel; is 
in terms of what percentage-wise, an acceptable rise 
which would not spell inflation, one per cent, two 
per cent or what? 

MR, BELL: Yes, I would say one or-two per 
cent would not indicate a state of inflation. -Perhaps 
if the consumer price index went up two per cent it 
would indicate a slight inflationary tendency in the 
- economy, but if we could experience full employment 
conditions with that condition, this would notobe a 
matter of great concern. | 

COMMISSIONER MACKINTOSH: May I interject 
a question at this point? 

COMMISSIONER LEMAN: Certainly. 

COMMISSIONER MACKINTOSH: I take it from what 
you say; Mr. Bell; you recognize this full employment 
measurement, which you say is a very great simplification 
and that you would have to understand what was behind, 
say; the three per cent. You may have @ national three 


per cent which includes, we will say, an unfortunately 
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heavy rate of unemployment in the Nova Scotia coal 
mines and also in the British Columbia lumber industry, 
arising out of particular problems affecting those 
industries, in which case I take it you would agree 
that the remedy was not to try and raise: aggregate 
demand further but rather to go to work on the:Nova 
Scotia and the B.C. preblems to see what you could 
do with those industries so that you may have an even 
three per cent which represents over-employment in 
some regions, in the sense that the proper approach 
te it is not one of stimulating further aggregate 
demand. Would you agree substantially with that 
statement? 

MR. BELL: Yes, When we were discussing 
the three per cent, of course, we were thinking in 
terms of a national average and consequently it-would 
be necessary to take into account regional unemployment 
problems. As a matter of fact, if you had only three 
or possibly even four per cent of the labour force 
unemployed and it could be demonstrated that the 
principal contributing factor there was regional 
unemployment such as the kind you have just suggested, 
then the measures required to deal with that situation 
undoubtedly would be quite different from the Sec heae es 
required to deal with an over-all unemployment problem. 

COMMISSIONER MACKINTOSH: I am not arguing 
against your proposition. I am just suggesting this 
to make it more realistic. 

MR. BELL: Quite true. 


CCMMISSIONER MACKINTOSH: To get it a little 
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out of the diagram and into reality. 

COMMISSIONER LEMAN: One could put on a 
graph a few curves and see some correlations which 
might be just coincidence instead of cause and.effect. 
You say that for the last four or five years we have 
had what you consider a reasonable price stability 
in Canada. Prior te that we had had a fairly eonstant 
price increase for a few years, had we not? 

MR, BELL: Yes. I would just say for the 
purpose of being as specific as possible -that we have 
not had, in my opinion, what you would call any 
Significant inflation since 1957. As you are imdoabiteds 
aware, the last peried of what I would call significant 
inflation took place during the period 1955 up to 1957. 
That particular inflation was really an investment 
inflation precipitated by corporations that were 
seit taattinial vlna plant production capacity at a very 
fast rate. This was the main reason why we had 
inflation at that time, but since then I. do not think 
it would be accurate to describe us as experiemcing 
any significant inflationary pressures, 

COMMISSIONER LEMAN: In practice the 
views of the Congress on these economic objectives 
and how to achieve them and how to maintain a reasonable 
balance ~- how does this work down to your members 
when they formulate their own objectives in terms of 
wage policies for their own members? In other words, 
is there any consideration given or is there guidance 
given by the Congress te the members in terms of 


national objectives when they formulate their policies? 
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MR. MacDONALD: Only in the Svuvooeneas 
explained before, that when the economic policy of 
the Congress is adopted it is adopted in convention 
with representation from all our affiliates, and it 
1s supposed to serve as a guide to them and certainly 
to be given due consideration. However, as I also 
explained, they are cempletely autonomous and a do 
not have any authority or any control over any of our 
affiliates with respect to their collective bargaining 
policies. In this eur nation is different from: at 
least some others that one can think of, Conditions 
vary so greatly within regions and within industries 
that under existing conditions it would be utterly 
impossible, I think, as is evidenced, to achieve any 
degree of uniformity ‘or standardization witworepera 
be collective bexenguina objectives. There are,as 
all of us know, certain countries where that desirable 
ebjective has been obtained, but our circumstances 
here would not permit it. 

COMMISSIONER LEMAN: What I am thinking of 
is this. Do you believe there can be some relation- 
Ship between wage policy and eupieuicwl: in other 
words, may one have an effect on the other? If there 
is too fast a rate of increase in average eae : 
levels can that have a bad effect on employment? 

MR. BELL: Could I just counter that, ie 
by asking you what you mean by too rapid a rise in 
wage levels? G * 

COMMISSIONER LEMAN: No, I wili let you use 


your own definition of that, 
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MR. BELL: Well, of course, the conventional 
argument is, as I am sure you are well aware, that if 
wage rates rise more rapidly than productivity: increases 
that this is a contributing factor to inflation, and 
so on, From all the available evidence we have not 
found that , -- T am sure this is what you wanted me 
to get around to, sir, and perhaps I am going a little 
too far afield but just stop me if I am -- from all 
the available evidence we have we have not found 
that wage increases have been too rapid in Canada, 

We have not found that wage increases have been a 
contributing facter te inflation. As a matterrof fact, 
the last few years indicate perhaps even-the contrary, 
fer wage increases, that is annual average wage 
increases, in this country in the past several years 
have actually been going down rather than up. .I am 
talking about average annual earnings increases, These 
have been going down over the past several years. 

I do not know whether this answers the question. properly 
or not. 

COMMISSIONER LEMAN: You are talking about 
the amount of wages divided by all the people tn the 
country, or all the workers? 5 

MR. BELL: Yes, I am talking about average 
annual increases in wages. I am speaking on a ‘national 
basis now. 

COMMISSIONER LEMAN: For those who are 
working or for all the population? 

MR. BELL: No, he teiabedt ih are employed 


in industry. 
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COMMISSIONER LEMAN: So, the rate of increase 
has gone down? 

MR. BELL: The rate of increase per year, 
precisely. 

COMMISSIONER LEMAN: And when did the curve 
turn? What year did this begin to flatten out? 

101 MR. BELL: I am sorry. I have not got 

the figures with me but this occurred in 1961, in 1960, 
and in 1959. I am speaking now from memory only, so 
I can be subject to correction. But if I am not 
mistaken the average annual increase in earnings in 
Canada in 1959, for example, was about 3.6 per cent. 
Then in 1960 I think this was 3.5 per cent, and in 
1961 I believe it had actually dropped to 2.8 per cent. 
As I said before, those figures I am giving from 
memory . 

COMMISSIONER LEMAN: Since yeu have a 
quantatitive objective in terms of reasonable price 
stability in terms of, say, one or two per cent per 


year, not being really inflation, etc., would you 


have a quantatitive objective for wage increases tee 
What would be the satisfactory rate of increase per | 
year, to keep the objectives in balance still? 

I want to keep concentrating on this equilibrium 
between objectives, you see, 

MR. BELL: I think I would answer that 
question by saying we have not any evidence, for 
example, that average annual earnings increases have 
been Fh ead productivity increases. It is quite 


true that productivity data are extremely difficult to 
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come by in Canada. There are no real official 
productivity data published by the Dominion Bureau 

of Statistics, as is the case in other countries 

such as the United States, but on the basis of 

unofficial data that have been produced it would seem 

to indicate that wage increases have not been out-strippiing 
productivity increases, as is commonly charged. 

COMMISSIONER LEMAN: I understand that and 
I am not disputing it at all. What I am wondering 
is whether you think a certain rate of increase in 
beth preductivity and wage increases is sss wai 
here, De you believe it is attainable on average? 

I am not talking about this year but as a omen 
view. | 

MR. BELL: I will have to come back to 

_what our Secretary-Treasury, Mr. MacDonald, has just 
told Se that it is difficult to esitul ate objectives 
Simply because of the structure of eur trade union 
movement. A given union, for example, negotiates 
for a wage increase or improvements in working 
conditions in accordance with what it believes is 
feasible or practicable within its industry, and of 
course this gees on right across the board. 

Now, what one union thinks is a reasonable 
objective may differ considerably from what another 
union thinks is a reasonable ebjective, simply 
because of the different conditiens that obtain in 
the different industries, So, consequently, it would 
be very, very difficult to formulate a national 


objective with regard to increases, that is one that 
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would have any real meaning. 

COMMISSIONER LEMAN: Considering that your 
members are autenomous how do you think they view 
these things when they set their own goals? Do they 
think in terms of wage increases for the members who 
are working and are members of the unien, all by 
themselves in isolation, or do they make some kinds 
of correlation, do you think, in setting their own 
policy between what could be the effect of a certain 
rate of increase in that particular industry and its 
effect on future prespects of employment in that industry? 
Do you think they pay any attention te these things? 

MR, MacDONALD: I do not believe any general 
answer can be given to that question. There are some 
ef our unions that are quite large and employ very 
cempetent technical staff whose advice and information, 


ef course, is available to them, 
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I think in those instances those particular unions 

2 would have regard te all aspects of all economic 

3 situations both it relation to their own particular 
4 industries and that of the national level. In those 


instance, of course, we have very, very small unions 


g as well, and I think there they would not have 

q available to them as expert information as would be 

8 the case in respect of the larger ones and, of course, 
a8 this situation can vary as well. 

8 In some instances some of our small unions 
it will turn to us and ask us for information and 

12| data which will, ef course, be provided through the 

13 


medium of our research department and our economists, 


14) and other unions will not. Se, really within the 


15 framework of our structure it is almest impossible 

16 te give ome general answer te the question. 

17 COMMISSIONER MACKINTOSH: May I ask if in 

18 | relation toe these smaller umions in addition to 

19 furnishing them with consumer price indices and 

20 various other statistical infermation whether the 

24 Congress would alse supply advice in respect of 

22 collective bargaining objectives in the particular 

23 setting of the time at which they are asking, or is 

4 that service restricted simply toe the medium of a 

25 formal request? 

28 MR, MacDONALD: It weuld be restricted to 

27 the medium of fermal request. We would not gratuitously 
28 provide advice to them with regard te their collective 
29 bargaining ebjectives unless it was desired by them. 
30 


COMMISSIONER MACKINTOSH: De they in fact 
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Sometimes ask for that? 

MR. MacDONALD: I would say infrequently. 

COMMISSIONER LEMAN: Well, I realize how 
difficult it would be te get teo precise with regard 
to any particular union bargaining for wages in a 
particular industry. I think it would be taking a 
great nespast peti es to tell them: well now, we think 
you should restrict your demands to just se much, 
because it will have certain effects, and it is very 


difficult to predict exactly what the effects would be, 


but in the Congress itself when you have conventions, 
when you get together -- once a year, is it? 
MR. MacDONALD: No, biannually; every 
two years. 
COMMISSIONER LEMAN: Are these things 
talked about in terms of general national goals? 

MR, MacDONALD: Oh, yes and, of course, 
in addition te our convention, and perhaps I should 
have elaborated previously, we have an executive 
council which is our policy bedy during the period 
between conventions which meets frequently -- well, 
I should say four times a year on the average-- and 
Such things are discussed, of course. There is an 
exchange of views between the various unions and 
groupings represented on the executive council. 

COMMISSIONER LEMAN: Well, new, I have a 
question in respect of what you believe in a peried 
of high demand. Let us talk again in terms of pre- 
1957 and post-1957. Lets take a period ef very high 


demand where perhaps the result achieved in terms of 
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1 employment was net so much a matter of policy but 
2 as the result of the fact that we were in a period of 


3 high demand, and without having any particular employmen 


: policy you just had a very high rate of employment. 

2 In a situation like that what do you think is the 

’ relevant weight of union action in getting higher 

: wages for the members as against just the general 

- atmosphere of high demand? What do yeu think preduces, 
: er has preduced the increase in the level of wages? 

10 | 


What proportion of it was due to action by unions 

11 and what proportion of it was due just to the economic. 
12 atmosphere in which people were bargaining and working? 
13 MR. BELL: I think, sir, that one would 

14| have te take a given period and cies that period. 

15| you referred to the pre=1957 period. Well, I think 

16 perhaps the first two years, as a matter of fact, 

just prior to that; the latter part ef 1955 up te 


18 approximately the end of 1956 is a period that is 


19! worth examining. We had, of course, a very rapid 
che expansion and very rapid economic growth rate in 

és that period, but I think that a careful examination 
a would indicate that the primary reason for that 

23 


rapid growth was the fact that corporations in Canada 
because of certain demand expectations decided to 
expand, and it was because of this expansion -- a 
pretty excessive kind of expansion, as a matter of 
fact -- that gave rise te full employment and also 
gave rise to very rapid economic growth. I think 

in that particular period that this was the primary, 


er that this is the primary explanation for the very 
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rapid growth rates and high level of employment. 

COMMISSIONER LEMAN: Well, how would you 
analyse the thing after; from 1957 to 1961, say? 

MR. BELL: From 1957 te 1961, this, of 
course, was an entirely -- or, has been an entirely 
different kind of situation. Since 1957. there has 
been a lack ef effective demand in the economy. There 
has not been sufficient demand te sustain full 
employment er adequate growth rates. As you know, 
eur ecenemic eeeinih over these last few years has 
been among the lowest ef the advanced industrial 
countries. As a matter of fact, because of this slow-down, 
or because of the reduction in aggregate demand, the 
Gross National Preduct, or the per capita Gross 
National Preduct is even less today, or it was less 
in 1961 than it was in 1956. There was not any 
increase over that period; in other words in output 
ef goeds and services per man; womam and child. 
Consequently this peried could thus be described as 
one of a very considerable deficiency. in aggregate 
demand. 

L appreciate, of course, -~- I do not want 
te over-simplify this because I appreciate that there 
are other problems; regional preblems which have to 
be taken into account. However, at the same time 
we have had in this period a very serious over-all 
national preblem which was net the case in the 
preceding years of our: post-war period. 

COMMISSIONER LEMAN: Well, net talking in 


terms of what is practical to suggest te any particular 
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union that is bargaining at the time, do you think 5 
however, that any change in economic activity such 

as we have seen, and we think now in terms of pre-1957 
and post-1957 nie there was a real change -- this 
seems to have been the pivot year -- there is any 
relationship between the rate of wages, or the average 
level of wages and the level of employment or un- 
employment in the country? De you think it weuld be 
reasonable te expect that if wages came down some 

in such a situation that it could have seme effect 

on employment? 

MR, BELL: Ne, I would answer that very 
definitely. I de net think that it would be possible 
as a matter ef fact te preduce evidence te indicate 
that a reductien in wages would make any contribution 
te employment. On the centrary, I weuld go se far 
as to say that if we had any significant cut in wages 
in this country we would simply aggravate eur unemployment 
problem. 

I mentioned a moment ago that one of the 
reasons for the ecenemic state that we have had over 
the past few years has been the deficiency in aggregate 
demand. One ef the demand forces eperative in our 
economy, of course, is wages, and if wages are cut 
then obviously this reduces, or this weuld reduce 
purchasing pewer, and a reduction in purchasing 
pewer would, of course, further lewer unemployment. 

Now, -I knew the arguments that have been 
raised on the other side. These arguments are well 


known here, and te put them very briefly, these who 
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propound these arguments profess to believe that 
wages have risen rapidly and have contributed to 
competitive difficulties, and that is competitive 
difficulties in respect of foreign imports, but I 
find that those who make these arguments have yet to 
produce any evidence to substantiate them. 

COMMISSIONER LEMAN: Well, why is it that 
in this particular field there should not be, or cannot 
be a response; a classical type of response to demand 
in terms of wage levels? For instance, what I had in 
mind is why does not the inter-play of the sort that one 
man earning $3 an hour would not create as much demand as 
two men earning say $2.50? 

MR. BELL: You are posing a hypothetical 
problem, sir. | 

COMMISSIONER LEMAN: Yes, naturally I am 
making it hypothetical. I am trying to illustrate 
the type of action I have in mind. Why is it eet 
there is such rigidity all of a sudden and wages are 
not responsive to demand in times of a slackening in 
the economy? 

MR. BELL: I think to some extent that wages 
are, This is difficult to quantify, but I think that 
to some extent wages are responsive to demand conditions. 
As a matter of fact there is evidence that there is 
a relationship between the two, However, at the same 
time, if you are suggesting that there is not the 
Same relat.onship “oday as existed say several decades 
ago, I would admit this and very happily so because 


the kind of free inter-play of market forces which 
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you are suggesting would simply lead to the kind of 
instability which we experienced very severely in 
years gone by which I personally would not like to 
see repeated. 

COMMISSIONER LEMAN: Well; would you 
describe the extent to which you say they are 
responsive? How does it work in practice? What is 
the response? 

MR, BELL; What is the response? 

COMMISSIONER LEMAN: You said that wage 
rates are responsive to ecasaa 

MR, BELL: I said to a certain extent. 

COMMISSIONER LEMAN: Yes, that is it, and 
I said to what extent. 

MR, BELL: To a certain extent there is. 
There are all kinds of areas where presumably there 
is a greater relationship, or more of an inter-play 
in market forces in this respect than in other areas. 
It.is very, very difficult to specify and. be precise. 

COMMISSIONER MACKINTOSH: Is not the 
short answer that while inahances of wage reductions 
are rare, instances of demand for much more moderate in 
ereases in. periods. ofslack demand are fairly frequent? 

MR. BELL: During slack demand periods aie 
are suggesting that wage rate increases are less? 

COMMISSIONER MACKINTOSH: Yes. | 

MR. BELL: Yes, that is very definitely 
true, As a matter of fact the figures for the last 
several years -- the figures I quoted a little while ago 


from memory -- bear that out quite clearly. 
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COMMISSIONER LEMAN: Well, now, I think you 
told us a little earlier that we were not very well 
equipped with figures to measure productivity in the 
economy as a whole, 

MR, BELL: Quite right, 

COMMISSIONER LEMAN: This can be done by 
industry quite well, can it not? 

MR, BELL: Well, businessmen whom I have 
talked with in respect of this Subject tell me that 
this is an exceedingly difficult thing to do. As 
a matter of fact, not very long ago I happened to 
sit in on a discussion where representatives of a 
particular company were iu attendance, They indicated 
that measuring productivity in their particular company 
Was an exceedingly difficult thing to do. This seems 
to be a typical reaction, Productivity is not easy 
by any means to measure with any kind of accuracy. 

I would like to see this, however, We would 
like to see our Dominion Bureau of Statistics make 
an effort at publishing such data, I think that their 
argument is that because of the imprecise data they 
have they would not want to release it, However, on 
the other hand the Bureau of Labour Statistics in 
the United States does make an effort in this direction. 

COMMISSIONER LEMAN: This stems from the 
difficulty of measuring to what extent better tools 
have been Supplied to the workers, or why is it so 
difficult to measure productivity? 

MR. BELL: Well, it “iptade on the particular 


industry. As you know, in the case of some industries 
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where you have a product mix it is exceedingly 
difficult under these circumstances to measure 
productivity. Whereas, in certain other industries, 
for example, in mining, the measurement of productivity 
would be a much less difficult thing to undertake, 
Sometimes, as a matter of fact, it is even difficult 

to get common agreement on figures of productivity, 


and what productivity actually means. 
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COMMISSIONER LEMAN: Until everyone is 
satisfied that we can get reasonably good figures on 
this score, it seems a little hopeless to try to 
adopt a wages policy that would be related to this 
factor of productivity? 

MR. BELL; Most precisely, yes. Absolutely. 
Even if we were in a pomitdon to bargain nationally 
or centrally it would be very difficult to. formulate -- 
at. least, in my opinion it would be very difficult 
to formulate what wage goals should be for a given 
period without having accompanying productivity data 
that could be relied upon. And as a matter of fact, 
productivity data, although certainly significant, 
are not the only determinants, or would not be the 
only determinants, either, in the matter of formulating 
wage policies. There are other determinants as well. 

COMMISSIONER LEMAN: It would not necessaril 
be the only anchor, but it. could be one anchor? 

MR, BELL: That is right. 

COMMISSIONER MACKINTOSH: I am not sure 
that this is entirely. relevant... but. out..of- curiosity 
I.would like to ask a question. We had, some weeks 
ago, a Swedish economist, Erik Lundberg, before us. 

He told us that in Sweden they followed,with, I 
understood, the full. support of. labour,.a policy, .of 
uniform wages across the country, with no concessions 
to depressed industries or depressed areas; that the 
policy was to force the industries either to achieve 
an Sets productivity, or get. out; and, with a 


measure giving a variety of government assistance, to 
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force the population to move if there was no. alternative 
in the sense of productive employment in the area. 

I take it this would be looked upon as 
pretty strong medicine in this country. 

MR. MacDONALD: Doctor, your conception is 
a little bit different than ours as to what obtains 
in Sweden,as a matter of fact. As a matter of fact, 
just about a year ago now I went into Sweden for 
the specific purpose of studying into that situation, 
and that is not my concept of it. More recently 
we had, as perhaps you are aware, three distinguished 
Swedish gentlemen, the president of the Swedish L.O., 
which is the national labour centre of the manual 
workers in Sweden; Mr. Kugelberg, who. is the head of 
the S.A.F., the Swedish Employers Federation, and 
the secretary of the Labour and Social Department, 
who would be comparable to our Deputy Minister of 
Labour. They visited us here and attended a 
tripartite conference between government, labour and 
management. It is true that at the national level 
in Sweden -- and we very much admire them for their 
attainments in this regard -- the two basic parties 
get together with the blessing of the third one, the 
government, and in the light of the very best data 
available which is acceptable to both of them, they 
arrive at a conclusion as to what the standard or over- 
all increase should be for the subsequent year. Then 
that, of course, is translated down to the affiliates 
and pene veo oe parts of the employers organization 


of S.A.F., and it has tremendous moral suasion. But. I 
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do not know of any use of force in the situation, 

COMMISSIONER MACKINTOSH: Do not misunder- 
stand me. I did not mean’ that the government inter- 
vened. My understanding is the same as yours, that 
to a surprising and attractive degree they are able 
to get a general policy out of the negotiations between 
employers. 

MR, MacDONALD: Exactly. 

COMMISSIONER MACKINTOSH: But a further 
understanding was that out of this group came a fairly 
ruthless pressure to raise wages in the depressed 
areas, accepting as the bitter alternative that 
unemployed should be thrown on the government doorstep, 
rather than that they should be nursed along in the 
area at what they considered inadequate wages. 

As I: say, this is a little off the track 
of our argument, but it interested me as a very bold 
policy which I think in this country would probably 
require to be even bolder. . 

MR, MacDONALD: We are great admirers of 
what is going on in Uhecnan and we are paying a great 
deal of attention to it at the moment. We are 
delighted to find that our interest is now becoming 
shared by government and many employers. Actually, 
the philosophy, as I aan earns it, does not quite 
parallel your description. There is a process of 
rationalization which accompanies the overall collective 
bargaining position within what they term the labour 
market. But the AY eb Eee as I understand it, is 


considerably different. 
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As a matter of fact, it is not to throw the 
unemployed workers out, when jobs fold up because of 
the rationalization process, on the doorstep of 
government. Quite the contrary. My understanding 
is that under their programme, which is a very precise 
and planned programme to eliminate unemployment, the 
whole effort is bent in the direction of creating new 
forms of productive employment within the economy for 
these individuals. 

I think that it is one of the great beacons 
of the western world today, what they are accomplishing 
in this connection. I saw at first hand on both my 
visits to Sweden what is being done, and I never at 
any point detected any force or coersion in the 
situation. Quite the opposite. The employers and 
the employees organizations, both their organizations, 
agree on the elimination in some instances of uneconomic 
sections of industry. They do this well in ddvance 
of its closing and follow through very carefully with 
‘their programme of providing employment either within 
that locality, if it is possible, and in many instances 
they have been successful in creating another industry 
where the previous one has been closed, or else 
encouraging -- that is quite true: I certainly would 
not use the word Peoeeet seen ane there is no force 
involved -- encouraging workers to retrain either 
for other available employment in the immediate 
area or to transfer to available employment in some 
othér area. | 


The incentives both to industry to locate, 
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to establish themselves and get themselves operating 
on an efficient, economic basis, and for the workers 
are marvellous, because it includes their families 
and everything else; and the assistance that becomes 
available to employers under these circumstances, I 
think it is amazing, to say the least. 

COMMISSIONER MACKINTOSH: I think you 
misunderstood me in part, Mr. MacDonald, in repeating 
this. I do not know whether I used the word "force" 
er not; but in any case, all I meant was a firm 
policy. Further, I did not go on and say what the 
government did with the co-operation of the unions 
and management about the unemployed. I was merely 
struck with the idea that they were not afraid to 
confront the economy with the prospect of unemploy- 
ment in order to achieve a re-arrangement, some re- 
orientation of industry. 

MR. MacDONALD: It would be quite true 
to describe it as a very bold and imaginative policy 
which is implemented with the co-operation, the 
complete co-operation, of all three groups within 
the economy. 

COMMISSIONER MACKINTOSH: Oh, entirely. 

MR. MacDONALD: Lee. 

COMMISSIONER LEMAN: Mr. MacDonald, do 
you have any figures that would prove whether this 
policy Lae Worked: in fact, in terms of the differences 
in wage levels in various industries in Sweden, 
compared with the variations in Canada between industries? 


Is it much more standard or is it much more uniform 
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in Sweden than it is here? 

MR. MacDONALD: . The wage levels? 

COMMISSIONER LEMAN:...Yes., 

MR..MacDONALD: .Yes, the wage levels. are, 

I think, There is,less differential within the 

wage structure than there would be in Canada. That 

is my impression. We do. have data that could be 
available. I do not have it at the moment, obviously, 
because I did not foresee the trend of this discussion. 
But they do make available a tremendous amount of 
information in this connection. 

COMMISSIONER LEMAN: This greater uniformity 
that Mr. Lundberg was explaining to us, as Dr. 
Mackintosh pointed out, was the result of a conscious 
policy; it was not just happenstance. 

MR. MacDONALD: No; it is a very careful, 
well thought-out, planned policy. 

THE CHAIRMAN: We will adjourn for a fifteen 


minutes break. 


--- Short recess. 


THE CHAIRMAN: We will now resume. 

COMMISSIONER MACKINTOSH: Mr. MacDonald, 
your major policy recommendation, I take it, is 
what you call somewher a "massive expansion in the 
public sector of the economy". I take it that by 
"massive" you mean very great. Is there any other 
reason why you used the word? What just is the 


connotation of the word "massive"? 
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MR, BELL: What we have in mind here, sir, 
is a very large, very substantial development of those 
things which lie in the public sector, and we have 
very briefly enumerated in our brief those things, 
Slum clearance, urban redevelopment, public redevelop- 
ment, conservation of resources, housing, hospitals, 
schools, provincial universities, and so forth. 

This is certainly not, by any means, 
an exhaustive list. We have set these out as examples. 
All of them are very important examples, but if we 
were 7 heh presenting a more detailed presentation 
we would have many others to include. We believe that 
the seedali ed public sector of our economy has been 
very seriously neglected now for many years; that 
there is a réal deficiency here; and that consequently 
by concentrating more in this particular area we 
would accomplish two objectives. One objective 
would be the supplying of, or the fulfilling of needs 
in this area, and eh the fulfilling of these 
needs would in turn lead to an increase in employment. 

COMMISSIONER MACKINTOSH: Do you imply 
at all that this policy would be cyclical in its 
implementation, or is 5 due: concern here growth? 

MR. BELL: Our concern here is more for 
achieving full Lap SPRRAL and increasing he growth 
rate. It is quite true that the question of cyclical 
policy does enter into it to a certain extent, but 
I should make it very clear that we are not simply 
advocating this programme on an ad hoc basis. We 


believe that there are real deficiencies here, and 
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there are going to be deficiencies here for a considerabl 
period of time to come, Gonsequently, we believe that 
we should allocate more of our resources -- I should 
not say "allocate more of our resources". Let me 
put it this way: I think that now with the kind 
of economic conditions that we have, where we have 
considerable unemployment in this country, we can 
afford to undertake these projects without reducing 
effort in the private sector of the economy. 

COMMISSIONER MACKINTOSH: We have had 
others before us who were inclined to argue that a 
greater improvement in aggregate demand could be 
achieved by tax reduction, rather than increase in 
expenditures. What are your views on that? 

MR, BELL: Could I just ask, what tax 
reductions do they have in mind? Are they con- 
cerned with ae St Las taxes, corporation 
taxes? 

COMMISSIONER MACKINTOSH: Yes, I think 
they were pretty catholic im their views of taxes; 
personal, corporate pouncaities, 

MR, BELL: Could I deal first of all with 
the suggestion that has been made by many, that a 
reduction in corporate income taxes would lead to 
a solution of our dvoncant problems. We do not 
believe that this would be the case, for this reason. 
There is already very considerable unused industrial 
capacity in Canada, and consequently tax concessions -- 
right across the board, dant is, -- would not under 


those circumstances likely lead to a capital expansion. 
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The reason that capital expansion is not taking 
place today -- in other words, the reason that the 
level of private capital investment is down by 
comparison with its post-war peak, which was 
in 1957, is simply because of the lack of effective 
demand for our goods. 

So consequently making tax concessions 
to corporations, which this school of thought proposes, 
is not going to solve that problem at pin. If there 
were actually a lack of private capital funds, ads 
this were the problem, then of course our answer 
would be very much different. But there is no lack 


of capital funds in Canada. 
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Now, those who argue that tax concessions 
are necessary in order to enable Canadian industries 
to modernize their equipment, are overlooking in my 
view a. very important factor, and that is that we 
have an excellent system of depreciation allowances 
in Canada and these depreciation emipuia ee are availabl 
to the corporations to madi ee their equipment if 
they deem it necessary to do so, so consequently I 
just failed to understand the logic behind the argument 
or the school of thought that thinks that a reduction 
in corporate tax is all that is required to get our 
economy going again. ) 

COMMISSIONER MACKINTOSH: We are talking 
here in terms of aggregate; some effect would fall 
if some corporations and some industries or unfilled 
demand and could start the expansion process; it is 
not necessary that there be an additional demand over 
the total to start the process of expansion? 

MR. BELL: Some corporations, dais 

COMMISSIONER MACKINTOSH: Some et ceuasiauk. 
some industries have need for, presumably, investment 
and can expand, but I am not sure you are correct 
in saying that capital is readily available. It is 
in certain circumstances if we import enough. 

MR. BELL: The point which I was trying to 
make, sir, is that generally speaking our corporations 
have sufficient capital funds available to them if 
they wish to expand. 

«| would like to just refer again to the 


1955 to 1957 period where we had very considerable 
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capital expansion and yet the tax "burden" was just 

as heavy then as it is now -- possibly slightly 

heavier, as a matter of fact -- but this didn't deter 
them from expanding. Now, the reason that they expanded 
then, of course, was because they had considerable 
demand expectations. Unfortunately, these demand 
expectations didn't exactly materialize, but at least 
they anticipated that there would be effective demand 
for an increased output, and therefore they went ahead 
and expanded, 

Now, I think that the same would be true 
today if corporations in Canada had demand expectations, 
but they don't. 

COMMISSIONER MACKINTOSH: And as large 
profit margins? 

MR. BELL: Pardon? 

COMMISSIONER MACKINTOSH: As large demand 
expectations as they had in the previous period and 
as large profit margins? 

MR. BELL: The reason their profit 
margins are lower now than they have been in previous 
years is largely because they are operating at less 
than capacity. If they were operating at full capacity 
or near full capacity their profit margins would go 
up considerably. 

COMMISSIONER MACKINTOSH: Plus something 
like I would think over those years from 1956 about 
a 30 per cent wage increase? 

MR. BELL: I am sorry, I didn't hear you. 


Over which period? 
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COMMISSIONER MACKINTOSH: Over the latter 
half of the 1950's, isn't that right? 

MR. BELL: Over the latter half of the 
1950's? 

| COMMISSIONER MacKINTosH: Yes, 

MR. BELL: <A wage increase of how much? 

COMMISSIONER MACKINTOSH: Aggregating about 
30 per cent? 

MR. BELL: Just what period, though, 1955 
to 1960? 

COMMISSIONER MACKINTOSH: Yes, or 1961. 

WR, BELL: I haven't got the figures here, 
the aggregate figures, but I doubt very much that it 
would be that much over that particular period. 

COMMISSIONER MACKINTOSH: My recollection 
is that it is substantially of that note, and that 
profits are about even or down a bit. 

MR. BELL: Profit margins now? 

COMMISSIONER MACKINTOSH: ves, 

MR. BELL: Well, profit margins are lower 
now, quite true, than they have been in previous 
years, but then again I think this is almost solely 
because industry in so many cases is operating at 
much less than capacity. Certainly I think this is 
the primary reason for this somewhat reduced profit 
margin. 

COMMISSIONER MACKINTOSH: What about personal 
income taxes? 

| MR.BELL: As far as personal income taxes 


are concerned, there may be a very good reason for 
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reducing them to a certain extent, particularly in 
the lower income classes, because such reductions 
would lead to an increase in purchasing power. 

I think, as a matter of fact, that this 
might be a very feasible approach to take, but at 
the same time I think that something more is needed 
than that alone, and that something more in our view 
is an expansion and a very considerable expansion in 
the public sector of our economy. 

We are not advocating this particular 
approach and please do not misunderstand us; we are 
not saying for. one moment that this is the sole 
solution to our problems; far from it. At the same 
time, we believe that it should be given very 
considerable emphasis because it is in this area of 
our economy where there is such a great demand for 
goods and services, public demand for goods and 
services, and in fulfilling this demand we could — 
achieve a lot in the way of reducing unemployment. 
And, of course, as the economists point out, expansion 
in this particular area would also have a very important 
multiplier effect on the private sector as well, so 
that the net effect would be a very considerable 
increase in the total aggregate demand in our economy. 

COMMISSIONER. MACKINTOSH: Of course, you 
have undermined my question to mme extent by mentioning 
the universities in this list, and having declared 
my interest in the matter bates 

MR. MacDONALD: We were aware of this! 


COMMISSIONER MACKINTOSH: I would suspect 
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the Minister of Finance -- whom I have not consulted -- 
would say, "This is an attractive thing but I have 
already acquired, created or inherited a very 
substantial deficit on my budget, which it might be 
argued comes in part from the adoption of policies 
of increased social welfare payments, which are 
comparatively rigid, and related to population to a 
considerable extent and therefore create -- along 
with other items -- create deficits when revenues 
should falter or fall." 

Does this represent any change? I mean, 
does the recommendation you are making rapye sau any 
change in the point of view of the Congress as between 
welfare payments and what you might call social capital 
expenditures, anything other than a difference between 
the two periods? 

MR. BELL: I am not sure that I understand 
the change in our policy with respect to a different --- 

COMMISSIONER MACKINTOSH: I am assuming 
that you thought increased old age pensions -- this 
sort of thing -- a good thing. Now, I think the Ministe 
of Finance would say, "If I didn't already have this 
deficit which comes from these comparatively rigid 
or population related expenditures, I would like to 
go into these social capital expenditures, they 
attract me." 

Are these the alternatives, or is your 
contention that you can go along and have them both? 

| MR. BELL: Our contention would be that wa 


can go along and have them both and for this reason -- 
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which I think is a very sound economic reason -- that 
as long as we have considerable unused capacity in our 
economy ; industrial capacity and resources, anda 
considerable number of unemployed, that a planned 
deficit budget to finance this so-called expansion 

of the public sector would have -- well, it would 

have this very beneficial effect, but apart altogether 
from actually accomplishing these particular projects, 
it would have the effect of raising the national 
income and, as a matter of fact the result of raising 
the national income would, of course, result in 
increased tax revenues to the government and out of 
the increased tax revenues the government would be 
able to pay off or liquidate the interest payments 

and principal involved in financing these projects. 

In other words, by adopting this particular 
approach we would over a period of a relatively few 
Short years raise very considerably the national 
income and, of course, once full employment had been 
attained, then obviously deficit financing or a 
deficit budget wpuld have to be replaced by a balanced 
budget in order to avert inflationary pressures, but 
until full employment iad been attained or as long 
as there are unused resources, both human and physical, 
then increasing deficit financing for the purpose of 
doing these things would certainly not be inflationary. 

SO consequently we can afford to do these 
things now because of our unused resources, and at 
the eae time we can retain our social welfare programmes 


or even improve upon them, as a matter of fact. 
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COMMISSIONER MACKINTOSH: I don't want 
to explore it im detail, but the specific objects 
which you have mentioned would require very 
extensive and specific agreements among the national 
government, the provinces and the municipalities, since 
different REST aL ORE are responsible for different 
expenditures, and your recommendation I think goes 
in the direction of almost a complete consolidation 
of national governmental expenditure in the sense 
of including all three levels of government, in which 
those responsible for. government in the past have found 
very .real difficulties. 

MR. BELL: Some of these things, of 
course, might come under the sole jurisdiction of the 
Federal Government but it is quite true, as you say, 
that many of them would involve appropriate arrangements 
among the three levels of government. 

COMMISSIONER MACKINTOSH: In other 
words, it couldn't be massive unless it is? 

MR. BELL: Yes. You mentioned the 
municipalities and I would like to mention -- and 
you are probably aware of this -- that the Federation 
of Mayors and Municipalities have rather frequently 
in their submissions to the Federal Government pointed 
out and documented the great needs that exist at 
the municipal level in Canada and many of the things 
we are proposing, as a matter of fact; would have 
their endorsation. 

| COMMISSIONER MACKINTOSH: Of course, 


they are not alone and that practice is still before us; 
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they pointed out the great urgent needs of their 
jected group. 

MR. BELL: If I might just makethis comment; 
have said -- including the highest official levels w= 
that these things are desirable but they usually raise 
the question, “How does one go about financing them?" 
There is nothing particularly unconventional in the 
method of financing that we are suggesting, and just 
to repeat again ~- because I think it is exceedingly 
important that we make this point clear -- that there 
is no reason why the Federal Government cannot use 
a planned budget deficit for the purpose of financing 
these things given the kind of economic conditions 
that we have now, 

Now, of course, we wouldn't advocate this 
method of financing if we had full employment. If 
these particular objectives were considered to be 
socially desirable, given a period of Pull employment , 
then obviously you would have to resort to taxation 
because otherwise you would be creating a demand in 
the economy that couldn't be met because all of your 
resources were fully employed, but in Canada today 
this is far from being the case. Therefore we feel 
that it is economically feasible to advocate deficit 
financing, and a considerable amount of deficit 
financing, fer the purpose of financing these things. 

I am sorry for talking too long, but I 
would just like to revert to the point that you made 
or the point that you raised a Little while ago, 


and that is with regard to the kind of deficiis that 


many 
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Canada has been incurring in recent years. 

Now, to a large extent these deficits -- 
and, as a matter of fact, I think you more or less 
explained or certainly implied this -- that these 
deficits were to a large extent really more involuntary 
than voluntary: involuntary in the sense that the 
Minister of Finance just did not anticipate revenues 
falling off. He found that his revenues fell off too 
much to meet his expenditures. 

COMMISSIONER MACKINTOSH: To some degree 
they are automatic, but Icannot assume that the 
automatic feature of them was not foreseen and planned, 
but I don't know. They are in the system, if you want 
to put it that they, but whether they are deliberately 
in the system or by inadvertence is not for me to 
judge. 

MR. BELL: The contrast between what has 
actually happened and what we propose is that we would 
aim for a certain level of growth, whatever level of 
growth is necessary to provide and sustain full 
employment. 

Now, some have suggested an average annual 
5 per cent growth in Canada would be necessary to provide 
full employment. I doubt that anybody knows just 
exactly..what percentage growth rate is required at 
the present time, but whatever that is or whatever 
it is assumed to be, we would work or we would want 
the government to work towards achieving that growth 
rate and thus provide or bring about the conditions 


necessary to provide full employment. 


aeel te stom woe satdt I .gost To tweddsm s es . bas 


eset gedit =~ afdt beifgmt ylatstre9 to bealsiqxe 
yrednuloval erem vilset dnegxe egisl s oF etew pstotieb 
edt dcedt eenroe ont ak yistaulovek syusdanfov. sisdd 
gourevet odsqtotins ton bib deaut sonenif To teodelinim 
ood Tto [fet esyneven et teddy bavot oH § . Tio gnftitst 
eotrdtibasqxs eid teen ot dorm 

sergeb omoe of 2HROTMINDAM AmWOTeaIMMOD |) OU 


sat tedt omvess formes T dud .okdsmodus ers yodd 


bemrelg bas nesgerot ton esw mort %) omdeet ottsmodis 


dosw voy tt .mwedeye sdt mf ere yodtT  cworml J'acb Iodud 
yfodersdifeb e168 yedd veddedw dud .yedd dedt gptuq/éd 
os st tot gon et sorotiasvbsat yd to metdeya ond al 
| gaan. 

aed sdedw meswied tasitaos ed? .1Gd. AM... 
binew ew ¢sdt ei seegetq ow gedw bas beneqgsd. yilsutos 
to level ravetadw .ddworgs ‘te Level afsdue0 s,t0lmis 
Efwt sist¢ave bas ebivexrg of yiseaooen ef diworg 
~dromyolqaurs 


[surmise 998%evs ms betssggue svsd smoe .won - 


ebivexg ot yiseeoosn ed biyow sbansd al diworg gnoo teq 2 


test awond ybodyas ¢sdt gdvob I .tnearzvolqms ffst 

ts beitwpet ef stax ridworg sgstneorsq tsi yitosxe 
tevessdw to ef ¢sdd revetsdw bt eed taseetq ond 
tnew binew sw to wrow Divow sw (Sa of poawees et gt 
‘ddworm jsdt gntvetdos abiswod Niow oF taomemroeveg ods 
anoltibaoo sit tueds gniad to ebivetq eunit: bas ods 


wei! ester?  taemyotiqae Ciwt ebivoiq ot 


-- adiotieb ezeit taedxs oaisl & Ot WOM.) on 


Nethercut & Young ~ 6546 ~ 


Ferente, Ontario 


COMMISSIONER MACKINTOSH: I think 5 per cent 
was a bit ambitious: However; that is a matter of 
judgment. | 

COMMISSIONER GIBSON: I should like to ask 
a few a ilcckiulben about your section on exchange rate 
policy. You say in fact that you prefer a free 
type of exchange rate because it allows for adjustment 
of balance of payments to the needs of the domestic 
policy. I understand the theory that says this 
should be so, but it does not seem to have worked 
that way recently. Have you any explanation of why 
our exchange rate, when we had a free one, stayed 
so high and so obviously out of line with our domestic 

economic interests? This has been true for 
several years. 

MR. BELL: Yes, I agree that when we had 
a fixed exchange rate our dollar was over-valued. 

COMMISSIONER GIBSON: No, this was when we 
had the free exchange. 

MR. BELL: Whenwe had the free\exchange rate? 

COMMISSIONER GIBSON: Yes. , 

MR. BELL: It was over-valued, taking into 
account the considerable imbalance in our current 
transactions --= 

COMMISSIONER GIBSON: And taking into 
account our domestic interests and use of our resources, 
and so on. 

MR, BELL: Precisely. The government 
apparently recognized this, but our view is that the 


government adopted the wrong approach or measures to 
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pring about a devaluation of our dollar when it was 
at a premium over the American dollar. We believe 
that if the government had adopted what we considered 
appropriate policies for dealing with our unemployment 
situation and our low economic growth rates at that 
time, instead of forcing the devaluation of the dollar 
as it did, these appropriate measures which would 
have brought lower interest rates in Canada and thus 
reduced the interest rate differential between this 
- country and the United States, that the borrowings 
that were taking place by our municipalities and 
provincial. governments , and so on, in the American 
money market, would have been considerably reduced. 

As a matter of fact, this would have 
reduced their incentive to borrow in the New York 
money market. Consequently, this would have relieved 
pressure on our Canadian dollar and our dollar would 
have been devalued in a gradual and orderly way 
without the artificial intervention that took place 
as the result of government action at that time. 
Consequently, I do not think we would have had a 
premium on our dollar at all if these steps had been 
taken, but it was apparent that the government decided 
that all that was really required was to bring about 
the reduction in the value of the dollar; it did not 
favour the expansionary policies that would have 
automatically brought this about. Consequently it 
had to step in, or thought it had to step in and, 
what I call, artificially devalue the dollar, I think 


this is where we got ourselves into a real dilemma, 
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a dilemma which to a certain extent we are still in. 
COMMISSIONER GIBSON: The government was 
running a pretty substantial deficit during most of 
this period when we had a significant amount of 
unemployment and felt our dollar was over-valued. 
I should like to ask you: do you really think that 
is the whole story? How about the problem of the 
foreigners! attitude towards this country and their 
continued desire to put money in and buy things 
here despite the fact we have this big balance of 
payments deficit? In other words, we have to take into 
account our very close proximity to the United States 
and the tremendous movements of money into batads which 
had occurred. Do you not think this complicates the 
problem? | 
| MR; BELL: It is a very complicated problem. 
COMMISSIONER GIBSON: Complicating so far 
as naphéintae this phenomenon? 
MR. BELL: I am not quite sure that I 
follow you. 
COMMISSIONER GIBSON: You gave a pretty 
straight forward and simple -- I mean simple in a 
polite sense -- explanation of why you thought we . 
had too high an exchangerate. I am suggesting to 
you that it is a good deal more complicated than that. 
MR, HLL: The point, if I may reiterate this, 
is that I think the nae we had an over-valued dollar 
an over-valued dollar that certainly was not in. our 
interests -- was that we were importing: certain capital 


that was not necessary to be imported, and that capital 
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was coming in through the borrowings taking place 

by our provincial and municipal governments and, to 

a certain extent, by certain corporations. They 
porrowed from the American money market because of 
lower interest rates there, and it was to their 
advantage to do 80, but our position is that if the 
government at that time had been pursuing expansionary 
policies for the purpose of solving the unemployment 
problem, it would not have had to intervene in the 
foreign exchange rate markets as it did. If our 
interest rates had been reduced as the result of 
expansionary policies, as a result of expansion of 
money supply which needed to be expanded, for example, 
at that time, then I think there would not have been 
any inducement on the part of our people to have gone 
down to the United States money markets. 

COMMISSIONER GIBSON: I can see this in 
terms of pesmawtng in New York but I am not at all. 
sure I can see this in terms or the kind of pcitierate 
capital inflow that was coming from the United States 
to buy existing assets, and this is something which 
was quite important during this period as well. The 
motivation there does not seem to be just an interest 
rate matter, 

MR. BELL: The interest rate factor is very 
important in so far as public bodies are concerned. 

COMMISSIONER GIBSON: That is true. 

MR. BELL: I would say it is exceedingly 
important, and it seems to me that at that time it 
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that extra pressure to bear on the Canadian dollar 
to maintain it at a premium. 

COMMISSIONER MACKINTOSH: May I interject 
at this point, Mr. Gibson? I avoided this question 
of the discipline of foreign markets in my discussion 
with you, Mr. Bell, but I should like to interject 
that, without discussing the total validity of your 
proposition, it would be much more attractive to a 
Minister of Finance if he could start it at a time 
when his budget was balanced and when the rate of 
exchange was still at a premium. Now, he has been 
visited with, or has created, a ee substantial 
deficit and his rate of exchange is already at a 
substantial discount, and the practicial difficulties 
of going on from there are very substantials at least 
I am sure they would appear so to a Minister of 
Finance, 

COMMISSIONER GIBSON: Well, carrying on in 
the same area, having fixed an appropriate rate of 
exchange with the International Monetary Fund, which 
presumably fits our national interests, our domestic 
economic interests,reasonably well, do you believe 
it is in our interest to change that policy now, or 
are you simply saying as a long-range policy you 
prefer a flexible or free rate of exchange? 

MR. BELL: As we have indicated, os tried 
to indicate in our submission, what we are afraid 
of with a fixed rate of exchange is that it will tie 


our hands when it comes to employing what we consider 


appropriate internal domestic policies to expanding 
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economic growth, 

COMMISSIONER GIBSON: With a 925 dollar 
do you not think there should be a floor? Our rate does 
give us a fair amount of latitude. | 

MR, BELL: I bea counter by asking you 
just where our dollar would be if we had a floating 
exchange rate? 

COMMISSIONER GIBSON: I do not know. 

MR. BELL: Nobody else does either. But I 
think it would be a pretty fair assumption that our 
dollar would not be too far off where it is now if 
we Kad a floating exchange rate. Certainly it would 
probably be around 90 cents anyway. So, I do not think 
there would be any real difference as far as the 
actual extent of the devaluation was concerned, whether 
we had a floating or a fixed exchange rate, but if I 
could come back to the real reason why we are concerned 
about a fixed exchange rate; it is that government 
fiscal policies may very well have to be tailored 
to supporting that fixed exchange rate, and at the 
same time those particular policies may be running 
contrary to our internal interests such as full 
employment and suitable economic growth rates. 

COMMISSIONER GIBSON: Do you not think the 
sort of rate we have does give us a reasonable degree 
of latitude?. Surely there is some level at which 
we should want to support the exchange rate. You 
said you were interested in reasonably stable prices. 

MR. BELL: We had floating exchange. rates 


between the year October, 1950, when we went off the 
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fixed exchange rate, up until about the end of 1960 
when the Minister of Finance began to tinker with 
the exchange rate. I think that a floating exchange 
rate served this country's economic interests quite 
well. 

COMMISSIONER GIBSON: Do you not think the 
exchange rate was a little high, say, in 1958 on in 
terms of our economic interests? We had unemployed 
resources in that period and a Rane were pretty 
high and our exports were not high enough. 

MR. BELL: Yes, I certainly agree with that, 
but. then, as I pointed out before, I think that if 
certain internal policies had been pursued in this 
country at that time we would not have had a premium 
on our dollar, even with a floating exchange rate. 

COMMISSIONER GIBSON: In other words, you 
have a very strong preference for a free rate, but 
would you agree that in certain circumstances it is 
desirable to support the rate in the national interests? 

MR. BELL: If you have a floating exchange 
rate you do not support it, do you? 

COMMISSIONER GIBSON: The point I am getting 
at is that if you had a nice, even movement as you did 
from 1950 to 1960, the idea of supporting it does not 
really come up. The only idea that really came up 
in that period was it was too high towards the end 
of the period. But suppose you changed the rate under 
pressure, would you not agree there are times this 
would involve implications in terms of price increases, 
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the interests of the country? 

MR. BELL: I would suggest that the exchange 
funded account would be sufficient to modify any 
fluctuations that would arise if we were on a floating 
exchange rate basis. However, if there was considerable 
pressure on the dollar it might be necessary, as a 
matter of fact, for the government to step in and 
give support to the dollar if the dollar began to 
fall, But I just do not envisage that taking place. 

I do nae think, as @ matter of fact, there would be 
very much difference now from what we experienced in 
the 1950's with regard to maintaining a fairly even 
gear as far as our exchange rate is concerned, if this 
trend of events had not been set off by the government 
towards the end of 1960. 

COMMISSIONER GIBSON: Yes, but whatever 
you may think of the events that have occurred, we 
are where we are right now and ome has to have a 
view about this situation. 

MR. BELL: I appreciate that. 

COMMISSIONER GIBSON: I will suggest to 
you that we reached a position where it became 
desirable to define our exchange rate at some level, 
and that this is why we have a fixed rate, 

MR. BELL: As we suggested in our submission, 
it might not be possible to revert to a floating 
exchange rate, certainly at the present time or perhaps 
for some time to come, but in thinking of alternatives 
it seems to us that we cannot go back to a floating 


exchange rate then we should try to secure approval 
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from the International Monetary Fund to have a 
bit wider latitude for our exchange rate. 

At the present time, as you are well aware, 
the International Monetary Fund requires us to maintain 
our fixed exchange rate within a very narrow latitude, 
one percentage point on either side. In our view 
this is too small a margin, given the kind of pretty 
unique economic circumstances with which we are faced 
in Canada. 

COMMISSIONER GIBSON: Iwould not disagree 
with your eee It sounds very sensible. But why do 
you think in putting up this point of view, which 
ebviously has appeal from the Canadian outlook, that 
the Fund would be particularly interested in considering 
it? I mean, this would necessitate the United States 
en nations of Western Europe going along with 
this idea, and some of them, the European countries, 
have been through rather great exchange rate difficulties 
and they had to put up with the rules and regulations 
of the Fund. Do you think they would be willing to 
change this to suit us or to suit other countries 
which might be in a similar position? 

MR, BELL: Of course, I am not in a position 
to know just what kind of a response we would get from 
the International Monetary Fund, but they certainly 
made a major concession to us in September, 1950, 
when we had particular circumstances there which 
they believed warranted making certain accommodations 
with us, and it seems to me that our official represent- 


atives should be making a pretty strong representation 
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to the International Monetary Fund to see the 
of difficulties that we are now encountering, 
persuade them that the kind of pretty rigidly 
exchange rate we have just does not harmonize 


eur financial policies generally. 
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COMMISSIONER GIBSON: I was just wondering 
if you had any view on our chances of doing this. 

COMMISSIONER MACKINTOSH: May I interject 
there, perhaps on the other side of this amicable 
discussion. Without committing myself to an overall 
view, never tl@uuss I think there is a case for saying 
that the floating exchange rate in 1955-56 or there- 
abouts was a period of great capital imports and 
accommodated itself to what we now look upon as over- 
investment, over-borrowing from an external source 
and gave nc signal at all that anything was wrong, 
whereas a fixed exchange rate would have given some 
kind of signal and pointed the finger at the economic 
circumstances which were later to cause us very 
considerable aifficulty. 

I just interject that so that the floating 
exchange rate will not have quite the halo on it eave 
you have been giving it. 

COMMISSIONER LEMAN: Mr. Gibson, may I 
also interject something here? 

COMMISSIONER GIBSON: Yes: 

COMMISSIONER LEMAN: I ama little surprised 
by Nr Belts euettdedos ‘viet it is a reasonable 
assumption that the Canadian dollar would be at 
about 90 cents U.S. now it it was left free. Suppose, 
for the sake of discussion, we go along with you on 
that and say that right now it would be about 90 to 
90 cents if it ‘was free. Where would it go? "if the 
kind of deficit and expansionary policies you suggest 


we should adopt, were adopted? What would it do to 
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1! the dollar? 

2 MR. BELL: You are aprehensive that the 

3 dollar might fall below 90.cents if the kind of 

4 domestic expansionary policies which we are pressing 

5 for are implemented; is that right? 

6 COMMISSIONER LEMAN: I am asking you, what 
7 do you think it would tend to put the dollar at? 

8 If you admit that right now it would be at 90 cents 

9 without this expansionary policy, what would happen 


10 to it with the expansionary policy? 


it MR, BELL: With a floating exchange rate? 
12 COMMISSIONER LEMN: Yes. 
13 MR. BELL: With a floating exchange rate 


14| + ao mot know that there would actually be much change, 
15| because if there were certain tendencies or pressures, 
16 downward pressures, on our dollar, with the floating 

17 exchange rate you would have a self-corrective 

18 mechanism. For example, if the government were to 

19 pursue the kind of expansionary policies that we are 
20 interested in, there might of course be a tendency 

21 for imports to rise, ror usually whenever you 

get an expanding economy in Ganada there is this 

23| tendency for imports to inepeaawe Itiis for this oF 
24 reason, or this is one of the reasons why we are 

25 interested in having a No talest die exchange rate; it is 
26 to correct that kind of situation, because with a 

27 floating exchange rate, if there was a tendency for 

28 imports to rise, then the effect on our dollar would 


29 eventually bring about a correction for a better 


30 
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balance between our imports and our exports. 

But with a fixed exchange rate, I find it 
very difficult to conceive of a fixed exchange rate 
helping a situation like this. If you have an 
expansion of your economy which leads to a rise in 
imports, there is no change in your external rate; 
consequently you have not got your exchange rate 
acting as a deterrent to excessive imports. With 
a floating exchange rate, I think it does serve as 
a deterrent to excessive imports. 

COMMISSIONER GIBSON: As Dr. Mackintosh 
says, with a fixed rate you do get a real signal. 
Your reserves start to go down if your balance of 
payments is turning more against you. This tells 
you that you have a problem that you meed to do some- 
thing about. In this context I would like to ask 
you this question. Supposing Canada does not find it 

practical to go back to a free rate and does not 
succeed in getting wid es) at Reade from the ‘I .M.F. 
Would you feel that your plans for domestic expansion 
would have to be pitigaen anaes some degree to fit that 
change? You said this is what you would like, but 
Supposing you do not get it? Would you feel that 
your suggestions for public works, tax reductions, 
and so on, would have dupe tailored to some extent? 

MR. BELL: It sounds repetitious and 
it probably is repetitious of what I have said; 
but I am apprehensive that a fixed exchange rate will -- 
I do not know just to ta extent, of course -- put 


certain restraints on domestic policies. 
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COMMISSIONER GIBSON: It does put limits 
on them, Whether they are restraints, or not, 
depends on the circumstances. 

MR. BELL: Yes. This, incidentally, is 
the reason why we are so hep, I suppose, on the 
floating exchange rate, because with a floating 
exchange rate you So: have these restraints. 

For example, with a floating exchange rate our 
government would not now be aiming for a balanced 
budget. Given the kind of circumstanes we now have, 
aiming for a balanced budget is the most unrealistic 
approach possible. 

| COMMISSIONER GIBSON: I think the minister 
suggested the other day that the deficit was going 
to be $570 million. That is not quite balanced. 

MR. BELL: No. It is quite true that 
BeeRS°ik a difference between having a balanced 
budget and aiming for one; but the fact that they 
are supposedly aiming for a balanced budget indicates 
to me that certain restraints -- well, undoubtedly 
certain restraints have geen imposed upon them. 

The mere fact that they have Pohvewed from the Inter- 
national Monetary Fund and the Import-Export Bank, 
the Bank of England, and so forth, undoubtedly must 
have involved certain dbiieaeiones 

I do not need to tell you, sir, that when 
one goes to a bank and borrows money there are 

bonteie conditions laid upon the borrower. Undoubtedly 


the same thing takes place with regard to transactions 
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between our government and these foreign banks. 

COMMISSIONER. GIBSON: But do not we 
ultimately have to .accept a certain amount. of external 
discipline if (1) we wamt to obtain resources from 
abroad on a reasonable basis and (2), and this is 
much more important, if we want to have reasonable 
stability and confidence in our own currency at eink 
Is there not a certain discipline attached to this? 
Is it not.ome of the facts of life that we have to 
accept? Whether we have a floating rate.or a fixed 
rate, this.still applies, does it not? 

MR, BELL: It is.a discipline, though, 
that.carries with it a very high price, as far as 
employment is concerned. I think you will agree 
with this. 

COMMISSIONER GIBSON: You have to weigh 
one against the other, in the circumstances. it 
seems to me thatit is absolutely vital to have 
confidence in your own currency. I would say this 
was one of the things you must have; you must have 

confidence in your money: 

MR. BELL: But I am suggesting that if 
we had been on a floating exchange rate today, if 
what has happened had not happened, we would not 
have the exchange rate difficulties that we have 
at the present time. 

“COMMISSIONER GIBSON: We are looking at a 
situation, and. there is the situation. 

MR. BELL: Yes, but we do not know yet, 


as a matter of fact, whether we are out of this exchange 
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rate difficulty or not. As a matter of fact, we 

could easily get into another situation in the relatively 
near future where pressure was brought to bear against 
our dollar, even though it is now at a fixed exchange 
rate. 

COMMISSIONER MACKINTOSH: May I interject 
here? I think, with some over-simplification, your 
argument adds up to this, that in undertaking this 
programme of expansion, this massive investment, 
unless the exchange rate goes down the spill-over 
of imports will seriously reduce your multiplier effect? 

MR. BELL: Unless the exchange rate 
goes down? 

COMMISSIONER MACKINTOSH: Yes. 

MR, BELL: With a floating exchange rate, 
of course, it would go down,in the circumstances. 

COMMISSIONER MACKINTOSH: And this would 
preserve more of your multiplier effect? 

MR, BELL: That is right; this would act 
as a deterrent effect against imports and you would 
have more of a multiplier effect against a balanced 
economy. 

COMMISSIONER LEMAN: What do you think 
the International Monetary Fund authorities want? 

Do you think they have ieee rules because they 

want Canada to wallow in a very tough, unacceptable 
level of economy activity, or is it just because they 
feel there are certain, appropriate ways of trying 

to improve your economy, and certain less appropriate 


ones? 
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MR. BELL: Let me make very clear, first 
of all, that I am not prejudice against the Internationa 
Monetary Fund. It serves a very useful purpose. 
But at the same time, I do not think that uniform 
rules can be -- in all areas, that is -- laid down 
by the International Monetary Fund, because of the 
very wide economic disparities between countries. 

I think’ one of the chief functions of 
the International Monetary Fund is to see that countries 
do not get involved in competitive exchange depreciation. 
This is something I would be very, very much opposed 
to, because we experienced this years ago and all of 
us suffered very adverse consequences from that 
kind of thing. But at the same time, I think there 
are other areas where a certain degree of flexibility 
has got to be permitted. That is why I think Canada 
should at least try to secure some concession from 
the International Monetary Fund. It may not be feasible 
to revert to a floating exe nehue rate, from their 
point of view; but at the same time, I think they 
have got to give us some more flexibility with respect 
to our exchange rate. 

COMMISSIONER LEMAN: It is one per cent 
up and down now. How much per cent up and! down would 
really help you much? 

MR. BELL: No, I am not concerned with 
the Siewe of devaluation at this point, because with 
a floating exchange rate I do not think there would 
be very much difference Jetueda what the rate is now 


and what it would be. 
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COMMISSIONER GIBSON: But what margin do you 
think the fund ought to give us? I think that is 
what Mr. Leman was asking. 

MR. BELL: The margin either side? 

COMMISSIONER GIBSON: Yes. 

MR. BELL: This is purely arbitrary, but 
we have thought in terms of five points on either side, 
which would provide a greater degree of flexibility 
than the one point om either side now provides for 
us. 

I would like to make just one additional 
comment here, because we have pointed this out in 
our submission. A country like Canada -- and others 
too, as a matter of fact -- would be able to function 
with a fixed exchange rate if there was not this 
problem of international liquidity. If this problem 
could be solved, then it would be much easier for 
us to operate on a fixed exchange rate. As a matter 
of fact, under those clfcumstances, 8 fixed exchange 
rate might be quite feasible. 

COMMISSIONER GIBSON: This just gives you 
more time to make the necessary adjustments; it | 
does not alter the fact that you have to adjust 
yourselves to the conditions of the outside world. 
Having a big reserve seat that you get more room 
to move around in, but you still have to make your 
adjustments which your balance of payments position 
forces on you; Lao that correct? 

MR. BELL: Yes, but in my view a floating 


exchange rate would permit us to make better adjustments 
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than with a fixed exchange rate. 

| COMMISSIONER GIBSON: The difference, 
though, in a floating exchange rate and more liquidity 
is that a floating exchange rate can, in theory, make 
any adjustment required; but perhaps it would result 
in a greater depreciation in currency; whereas the 
greater liquidity gives you time to make the necessary 
adjustment. I think that is the essential difference. 

MR. BELL: Supposing, sir, that a floating 
exchange rate resulted in a greater depreciation of 
eur currency. What damaging effect do you foresee 
from that condition? 

COMMISSIONER GIBSON: I was asking you 
that question because -- 

MR, BELL: Tae not see any particular 
thing to worry about. 

COMMISSIONER GIBSON: You are not concerned 
about the rise in price level that would result from 
that? Over a period éDatine our price level would 
adjust itself to the exchange rate. It does not 
do this rapidly, but it ide x ao ai tis 

MR. BELL: I do not follow this. I do 
not see that it would fia ve any contributing effect 
to price increases. 

COMMISSIONER GIBSON: It did after the 
war, for example... Our price level adjusted itself 
to the American price level and the American exchange. 
If our rate goes down to a lower rate, in terms of 
the American dollar, we aa going to have higher 


prices than the Americans, more or less related to 
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the difference in the rates. It takes quite a while. 
You know this. 

MR. BELL: But, again, our primary concern 
bare is that with a fixed exchange rate our government may 
be hampered or handicapped in pursuing the policies 
that are required to. bring about full employment or 
to substantially reduce the amount of unemployment 
that we have.in this country. So consequently, if 
this reasoning is valid, we could not possibly accept 
a fixed exchange rate, Seattle for that reason. 

COMMISSIONER GIBSON: Why could you not 
accept 4 923 cents dollar? Surely that gives a 
reasonable margin? 

MR; BELL: I am sorry, sir. 

COMMISSIONER GIBSON: Why could you not 
accept a 923 cents dollar? This gives us quite a 
margin; it isa reduction of 12 points from the previous 
level, 

MR. BELL: Yes, but this is not my concern 
at all. I can accept a 923 cents dollar, but it is 
the fact that the fixed 92s cents dollar prevents us 
from having the necessary internal flexibility. 

COMMISSIONER GIBSON: When you say "prevents 
us", you are sort of suggesting that it ought to be 
even more? | 

MR. BELL: No; it is the fact that it is 
a fixed rate, not the fact that it is at 924 cents 
or 90 cents. 

COMMISS TONER MACKINTOSH: What you mean is 


that in the future it may have this preventive effect? 
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You do not feel it is inhibiting now, but some time 
in the future it may? 

MR, BELL: Yes. I am sure I do not 
have to explain this to Mr. Gibson. With the kind 
of economy that we have, with the kind of open 
economy that we have, a floating exchange rate, it 
seems to me, is much better in adapting our internal 
needs and requirements to our balance of payments. 
This is what bothers me: If we had a more closed 
economy, such as the United States has, which is 
not nearly as dependent on trade as we are -- after 
all, we are proportionately much more highly dependent 
upon trade than the United States -- 

COMMISSIONER GIBSON: Even the Americans 
are being subjected to a certain amount of international 
economic discipline now. 

MR, BELL: Yes, but their circumstances 
are quite different from ours. 

COMMISSIONER GIBSON: Oh, yes. 

MR. BELL: If it was not for these 
particular circumstances, which you well know are 
the American commitments abroad, which are the cause 
of their imbalance on current account transactions, 
then they would have no particular problem. But that 


is something else again. 
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MR. BELL: With the kind of open economy 
we have had, or comparatively, it seems to me that 
a fixed interest rate is not going to work very well 
unless, of course, we are willing to accept a com- 
paratively high level of unemployment. This is 
something, of course, which we certainly cannot 
under any circumstances accept. 

COMMISSIONER GIBSON: I have a couple of 
more questions in this area, namely, as to the use 
of foreign capital to balance our current account 
deficit. Do you have any particular views about 
the scale of the capital inflow. that is. occurring 
to balance our accounts, and which is still occurring 
and has been over the last five or six years? 

MR. BELL: I think we would have to answer 
that in this way. First. of all imported. capital is 
necessary to promote economic expansion, and quite 
apart altogether from the balance of payments problem 
import capital is essential. If the government were 
to adopt measures to drastically reduce imported 
capital then I think the dire result would be a very 
safe aggrevation of the whole problem, so we have 
a natural tendency to place pretty great emphasis 
on the contribution that the capital makes towarc 
expanding jobs. 

Now, at the same time we are, of course, 
concerned about foreign capital. We have some concern 
about foreign capital taking over Canadian concerns, 
but perhaps we do sevEat it with the same apprehension 


that many do. There are many charges, of course, that 
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foreign capital is resulting in direct interference 
with the Canadian economy, and if that is true, of 
course, then it certainly is a valid objection. We 
are just concerned that any measures that would reduce 
the import of foreign feo ttet to the extent that 
those measures would contribute to unemployment 
would certainly not be looked upon very happily. 

COMMISSIONER GIBSON: If the deficit were 
reduced by importing less or exporting more, or both, 
this would presumably provide more jobs in Canada? 

MR. BELL: Yes, if this could be done 
we could reduce our current account deficit through 
increasing our exports. 

COMMISSIONER GIBSON: Or reducing our 
imports? 

MR. BELL: Or reducing our imports. Then, 
of course, this would be a very happy solution, but 
as long as we cannot do it this way we are going to 
be dependent to a be pry canis extent on foreign 
capital, perhaps unfortunately, but nevertheless to 
look at it from a eee te hak THETS view I am afraid 
this may well continue to be the case. 

COMMISSIONER GIBSON: You are not concerned 

about the theory that says it is the import of foreign 


capital that has tended to create a big import deficit. 


BR; BELL: Yes, 1 have heard this theory 
expressed many times. This may to a certain extent 


be true, but I have yet to see as a matter of fact -- 
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it may be true but on the other hand I have not seen 
any substantial documentation. 

COMMISSIONER GIBSON: Thank you, that is 
ais. 

COMMISSIONER BROWN: I would just like to 
ask one question in respect of this matter of import of 
capital before going on to something else. If this 
country did go into a sort of deficit financing as 
you suggest, what effect do you think this would have 
on the people who are putting the capital into the 
country at the moment? Do you think it would change 
their attitude at all? 

MR, BELL: You are suggesting that foreign 
investors might lose confidence in us if we continue 
to have a budget deficit? 

COMMISSICGNER BROWN: I am not suggesting 
anything, I am asking you for your opinion. What 
would you think their reaction would be, or do you 
think there would be any reaction? 

MR. BELL: I do not know that there would 
be. I know it is frequently Suggested that one of 
the reasons why foreigners have lost confidence in 
our dollar is because of the kind of budget deficit 
we have experienced over the past few years. I would 
like to offer a few comments on that because I think 
this has been greatly exaggerated. 

I think that one of the main reasons why 
there has been a lack of confidence in the past few 
years -- there are.a number of reasons, of course, 


but one is that there simply are not the investment 
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opportunities in Canada that there were before. Our 
economy has slowed down. It i8 not as attractive a 
place for investors as it was in the earlier years. 
I think this is certainly an important explanation 
for whatever loss of confidence investors have now 
in the Canadian dollar. 

Now, those who repeatedly focus all the 
blame on budget deficits here are obviously over- 
looking the fact that European governments are 
accustomed to having budget deficits. As a matter of 
fact, we have aornaeated that in our brief. CGountries 
like France, Germany and Sweden -- al11 the rapid growth 
countries -- as a4 matter of fact frequently have 
deficits, Some of them have had budget deficits 
stretching MRE HS a decade. There is 
no great apprehension on the part of businessmen over 
there, they take it for granted. Businessmen, govern- 
ments, professional economists view budget deficits 
as a matter of fact as Honey necessary to sustain 
this kind of economic growth. I appreciate the fact 
that there are other reasons for the rapid economic 
growth that has taken place in European countries, and 
I am not trying to Say that budget deficit is the 
only factor, and far from it, but at the ‘same time 
budget deficit has played a significant role in these 
countries as pointed out by these people themselves. 
In North America I think we have a totally unrealistic 
rear of deficit financing, or as fee our budget in the 


way that it is customarily used in these countries. 
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COMMISSIONER LEMAN: May I ask something 
here? You do make a reference to this fear of deficits 
particularly in paragraph 58 of your brief. I am a 
little puzzled by the analysis of the comparison 
between public debt and personal debt. You say that 
one of the reasons why there is this fear is that 
people think of public debt in the same sense as they 
think of personal debt, and then you say that public 
debt, webeuite of its self-liquidating mature should 
not be looked upom in the same light as personal debt. 

MR. BELL: Yes. 

COMMISSIONER LEMAN: Well, now, don't you 
think that intelligent personal debt is also of a 
self-liquidating nature? 

MR. BELL: It depends on the personal debt. 

I cam think of a lot of personal debts that are not 
intelligent. 

COMMISSIONER LEMAN: But when it is done 
for productive purposes EPe buna biy it is self liquidating 
in the same sense that national debt is, is it not? 

MR. BELL: Well, sir, the only point that 
we are trying to make here is that there is a distinction 
or that there is some distinction between the kind 
of debt contracted by governments or by corporations 
for the purposes of bipsll@iae; well, in the case of 
governments for the purpose of expanding or bRiAgtad 
about full employment and expanding economic growth 
and the national economy, and in the case of corporations 


obviously for the purpose of expanding profits. That is 
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why we point out that debt financing or deficit financing 
used this way is not only self-liquidating but very 
profitable in terms of bcpanding income, whereas a 
lot of individuals have the tendency to think, and 
quite rightly so, as a matter of fact, that when they 
go into debt, the debt that they contract is really 
not contributing to their income at all. An individual 
family that goes into debt to buy a television set, 
obviously that debt is not contributing to income. 
On the contrary, as a matter of fact, it is cutting 
down future income. 
So there is a tendency on the part of 
many individuals to equate this kind of personal 
debt with government debt so we often find it necessary 
to try and draw a dnskimabicn between the two. 
COMMISSIONER LEMAN: Well, did you know 
that we have been told in this Commission not very 
long ago by people who were sitting right where you 
are sitting now that a television set is for a 
productive purpose? I just wanted to see exactly 
what you meant by this. Would you regard external 
debt the same as personal debt in that sense? Would 
you distinguish it from national debt that is strictly 
inside? | 
MR, BELL: Well, of course, there is a 
very clear distinction between national or internal 
debt and external, but extermal debt itself can, of 
course, play a part; it can be very productive in 
the sense that it leads to an expansion of one's 


economy. As a matter of fact, much of the external 
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debt that this country nas contracted over the decades 
has been very productive. 

COMMISSIONER MACKINTOSH: One could add, 
mer, Berl, that the more open and less closed an 
economy the more public dee assumes the characteristics 
of personal debt? If your economy is closed there 
is a much clearer distinction? 

MR. BELL: Well, to the extent that your 
national debt -- or, to the extent that your internal 
spending is going outside of the country, I suppose 
is what you have in apna) AS a matter of fact, it 
is,much easier to do a lot of things with a more closed 
economy than with an open economy. There is no question 
about that. We are always faced in Canada with 
the problems with a nine elated economy, such as 
the United States is not faced with, and this has 
to be taken into account in all of our calculations. 
There is no doubt about that. 

COMMISSIONER MACKINTOSH: Yes. Economists 
have invented all sorts of policies for a closed — 
policy but they have not been able to invent a closed 
economy . 

COMMISS IONER BROWN: I would like to get 
clear one point, and that is, you apparently consider 
that a fixed exchange rate inhibits us from carrying 
out these policies, and the corollary of this is that 
these policies affect the fixed exchange rate problem, 
and Bi said this will effect ey ereat movements in an 


unsatisfactory manner. Can you just give us your 
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picture of where you think these pressures are going 


to come? 
wi 7 


MR, BELL: Well; I would just like to 
amend your statement..a little bit. I am not suggesting 
that it is impossible to carry out expansionary policies 
that we have advocated with a fixed exchange rate. 
What I am suggesting is that it is more difficult 
to do so; how much more. difficult it is very difficult 
to conceive, but it is obviously going to be more 
difficult to carry wutthene policies with a fixed 
exchange rate. Pitn.des ene reason, aS a matter of 
fact, why we have taken such a fairly strong stand 
on this question, of our fant exchange rate... We 
do not want our foreign exchange rate to determine 
our internal or domestic policies. Some economists 
have put it, that in the situation we have now it 
is sort of the tail wagging the body of the dog. 

We are very much afraid, as a matter of fact, that we 
are going to stay in this sort of reverse position, 
and this is the whole nub of our problem. 

COMMISSIONER BROWN: What I am trying to 
get at is, in which direction do you think the tail 
is going to wag the dog? In other words, where is 
the pressure coming? | 

MR, BELL: Where will the pressure come? 

I am afraid the pressure will come on our government 
to adopt more restrictive fiscal and monetary policies. 
As a matter of fact, this is what has already occurred 
as a result of that fixing of the exchange rate. I 


Should not say as a result of fixing the exchange rate, 


or : 
ay ary a on 


ee “a, iid oe 
: allie i eve 
gatos ats sanenenien seeds mae ay evens to eweotq | i ay 7 
1% ‘ read Zee ‘tus tdab 7 ie 
, eles ot id 
ary tiovhein yrevr ger fg ae 
ot eNit taut brah I wi tow sheng AM Pe 


yk 


saivtasggue tom ms r tid eledtt & jnomedate sco, baous 


2 } 


estotiog wremotemeqxe te yrs] me o{dtesogmt el tt dads | oa 


sder daichii bext? & dd iw bed soovbs even ow ded jo 


? af 


tivolttth srom eat TE Sede ee anideegaue mS T 20M | 
tinoLTitb yrev Bi tt Hivolttib er08 Moun sete ,08 eh od le 
sion ed ot el yiewotvdo el tt kek. yev.taonds og ¥ 

ce | 
bexitt 6 d¢tw eeiotiog eusity. #0 vues of $ivobTitp lon 
"9 tediem 8 86 ,moeset eas a: etat voter ‘ogassioxe jut 
basis anorde vyiutet 2 dove noxad eved ow yaw tos ier 


tran tp ine ene i ee AS IT 


saimreteb of stesx syanscoxe agierot awe tasw tom ob yal 
ejaimonoos emog sdb seed iain ath fearesat aso ped 
ti wom sved ow mottaudte odd mt Feds ot wa eved er 
.gob edt to ybed edt gatazgew fied edt to t108 nie’ |Xt 

ow decd Jost Io 1etism 8 eB bistts dom YISV OF8 ow al 
,aolstiuog SE TOVO'T to J108 atdd | ai yete o¢ ele et 
meidexrg wo to dum elodw edd et eatdd bas tos 

ot natyad ms I tedW 2KWORE AWMOT22IMMOD ag 
fied edt Natdd woy ob goltoexib dotdw aft .at te pias nN 
ei etecdw .ebrow ssdto al “fgo0b edt saw ot names a aEAN 


fgaimoo siseasiq edt 


| 
| 
eW .stexr egaedoxs agie102 wo to moltaeup aidt mo 7 
famoo exveeerq edd [[tw svedW :JJ2& AM 
j 


dmsimisveog two mo emoo Iftw siveesiq edt bierts me I 


8eloiflog yustsnom base [soatt evidolisaenx S10m ope ot 
berivos0 ybsexis esd tedw ek etd? .tost to bee dale 5 ea 
L  saeaier oatiartoxe Sit Io aaixtt heat to $Iunen 8 an 

2 ,eeanv 


<20 68% BQN BcOxs ons gaixil to tivesr 6 28 eeu prion biuode 


a ie i 
. 


Nethercut & Young - 6575 A 


Terente, Ontario 


but as a result, if I may be so blunt as to say, the 
government got itself into this exchange rate 
dilemma, because I am afraid that, again to be very 
blunt about it, I hold the government responsible 
for getting us into this position. I think this is 
really a self-engineered crisis, not something that 
came about naturally. 

COMMISSIONER BROWN: Well, perhaps we can 
go on to some discussion in respect of monetary policy. 
You made quite a bit of the discriminatory effects of 
monetary policy. 

MR. .BELL: .Yes., 

COMMISSIONER BROWN: You mention three so 
affected, mamely, public bodies, small businesses 
and prospective home builders. Perhaps you could 
tell us just how you think these are affected and 
to what extent. 

MR, BELL: Yes. Whenever the Bank of Canada 
deems it necessary to pursue restrictive policies 
the elements in our society that suffer the most 
are the ones we have indicated here; the small business 
men is, as you know, to a very large extent dependent 
upon bank credits for his financing purposes, and 
the higher interest rates that result from a tighter 
monetary policy affect him, the municipalities and 
provincial governments. The smallest rise in interest 
rates results in a very considerable increase in the 
cost of borrowing for these particular agencies. 

Also, even a small rise in interest rates has very 


considerable effect on home owners, or prospective home 
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owners and home builders who contract mortgage payments 
over a long period of years, Now, this is not so | 
with respect to private corporations because, in 
the first place, private corporations are to a very 
large extent now sapabie or financing their needs 
through their internally generated funds; through 
depreciation allowances and undistributed profits, 
so the tight money policy hes not nearly the same 
effect upon them. | 

Now, we have in mind here the period of 
1955 to 1957 again when the Bank of Canada stepped 
in and attempted to bring about a restraint on 
inflationary pressures. The effect of that policy 
was mot particularly significant as far as the private 
corporations were ethan yet they were the ones 
that were largely responsible for generating these 
inflationary pressures, So the effect of the 
policy, and it was a very adverse effect, was felt 
by provincial governments, municipalities, small 
businesses and prospective home builders and At Bony 

COMMISSIONER BROWN: Well es 

MR, BELL: Excuse me one second, sir. 
Consequently we felt that what is needed, and this 
may be very difficult, is that we should be inquiring 
into the use of a more selective kind of credit 
restraint or control. In other words, we felt that 
in dealing with a more specific kind of inflationary 
pressure the use of the central bank is a bit too 
blunt an instrument because it effects sectors of 


the economy that are not at all responsible for generating 
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the inflationary pressures, and possible sectors that 
need to expand, as a matter of fact, without getting 
at this particular sector that is responsible for 
the inflationary pressures, 

COMMISSIONER BROWN : Well, you have repeated 
the same general statements that are in your brief. 
What I was hoping for was something more specific, 
For instance, what evidence have you that small 
business was affected im a deleterious manner? 

Have you evidence of small businesses that had their 
lines of credit reduced and were not able to do the 
things that they wanted to do? 

MR..BELL: -This is quite evident. As a 
matter of fact, Mr. Gibson would be able to supply 
you with quite a lot of evidence of this. 

COMMISSIONER GIBSON: I do not agree with 
you on that. 

COMMISSIONER BROWN: All the evidence. 
we have heard is to the opposite, or is not in line 
with your argument. I am asking you if you have any 
argument that supports this general statement? On 
the face of it it sounds like the logical sequence, 
but have you concrete evidence of the extent to which 
small businesses have been eereatears 

MR. BELL: Well, as a matter of fact, the 
size of bank loans which are published in the Bank 
of Canada summary of statistics would bear this out, 
I am pretty sure. 

COMMISSIONER BROWN: Well, let's look 


at public bodies. We discussed this with public bodies 
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all across Canada. 

MR. BELL: Here, of course, it is a 
different situation from small business. I am suggestin 
in the case of small businesses, because of their 
very heavy dependence on bank credit that a squeeze 
on the Vending capacity of chartered banks affects 
them in so far as making available Supplies are 
concerned, whereas as far as public bodies, provincial 
governments and municipalities are concerned, it is 
a different matter. Here it is a matter of interest 
rates going up and involves a considerable increase 
in their borrowing costs. 

COMMISSIONER BROWN: This is the only effect 
in respect of them? 

MR: BELL: This is the primary effect in 
respect of them. This is the primary effect as 
far as municipalities and provincial governments are 
concerned going into the capital market, 

COMMISSIONER BROWN: They still make the 
same decisions, and that is what I want to make clear. 

I want to know what your information is. 

MR. BELL: Yes: 

COMMISSIONER BROWN: When you comment in 
respect of home builders are you concerned with the 
demand factor or the availability factor? 

MR. BELL: It is a combination of the two 
of them as far as drospedtive home builders are 
concerned. They are certainly mone definitely affected 
by any rise in interest rates. This is very, very 


obvious. If you have even an increase of one-half of 
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ome pér cent, it is going to add up to a considerable . 
sum over a long period of time. Also, the prospective 
home builders to the extent that they are dependent 
upon securing their loans from the chartered banks 
for home building purposes are affected by a reduction 
in funds available as wéll as by an increase in 
interest tent 

COMMISSIONER BROWN: Now, perhaps you 
would care to comment om the use of residential 
construction as a counter-cyclical element in the 
economy? You mentioned before that in the period 
you are talking about, 1955 to 1957, there was a 
period of full employment. Therefore perhaps it 
was a good thing that some of these other things 
were held down, otherwise we would have been in real 
trouble, 

MR. BELL: Excuse me one second. When 
we discussed the period 1955 to 1957 and talked about 
full employment, of Sere! during part of 1955 we 
were still recovering from the recession that had 
started in the latter aes of 1953, and there was 
still considerable unemployment, but certainly by 
the time we got into 1956 our unemployment rate had 
come down quite considerably. 

COMMISSIONER BROWN: Well, you used the 
phrase "full employment" with reference to that period. 

MR. BELL: Yes. 

COMMISSIONER BROWN: About fifteen minutes 
ago and that is where I took it from. 


MR, BELL: I just wanted to qualify that to 
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make my statement a bit more accurate. 

COMMISSIONER BROWN: How about this question 
of residential construction as a counter-cyclical 
weapon? 

MR, BELL: It has been used, as a matter 
of fact, over the ear ais It has been used to a 
certain extent as a counter-cyclical weapon. However, 

I am more concerned with developing housing and urban 
development, renewal and so on, along with the other 
projects that we have enumerated. We are more 
concerned with undertaking these on a larger 

scale for the purposes of bringing about full employment 
on a steady and regular basis. I do not think we 
should depend on residential construction -- housing 
construction -- and let it go, for example, until 

we get into a period of recession and then start 
building houses in order to get us out of that recession. 
We are concerned with social needs here and we do 

not believe that those social needs are simply to 

be put on the shelf and something gone akc them when 
the economy gets into a recession. 

COMMISSIONER BROWN: Now, some of your 
recommendations with respect to direct controls were 
Piscai controls?” 

MR. BELL: That is right. 

COMMISSIONER BROWN: Rather than monetary 
controls. | \ 

MR, BELL: That is right. 

COMMISSIONER BROWN: You suggested the 


variable depreciation rule and, in effect, of course, 


ite Lat cs . ie “simati® at sake, 
terusce e10m. tid 5 - Jaomes te yar | 
haa Do i ve oe ‘i rt 


| sontesue atid tuods wok WO aanoreeZMNoo eal - pon de 
4 i i oy % ‘* 


a aot Loxo~sosmues 5 Bs aott os'xdeqo0 Tatdasbteet to 


bi MAS “a 


_Saogeew 


+ 


rettsm 6 es ,beeu weed asd 3T 3LISE AM ll. 


s ot beey meod asd Il .ars9y ont x9v0 .tost to _ 
~19vewoH .mogsew Isollovo-setaueo 6 88 vasixe alstres 
asdxyv Bae gniavor antgoleveb ad tw beargonoo siom ms I 

yonto edt djiw gaols .mo o8 bers I swore »taomgoLeveb le 7 
STON STs OW hesetomuae eved ow Jedd atoetoxg loi 

| | ysgrel 6 ao — gntved geben ad iw Dente of109 at ; 
| jnomyofqms [fut suode satgaitd te aszoqiug edt rot elsoe lei 


ow watdt vom ob I .eteasd ssivge1 bas ybsote 6 mo 


yistonom asd? teddsh :MWOHE AEMOL2aIMMOO 


gateved -~- moltourtedoo. [elinsbleor Be nme gee binode Ms 

litap ,olqmexe tot .og ti tefl bas -- ag lt att BASS iat 

drese noddt bas molLseeost to botuegq a ORs oe om at 
~7oleaooe1 Jedd to duo aw Jeg ot ashi0 al aeavod gatbitud ee | 

ob ew base o1rsd abeon Letooe dd tw beareomoo e168 ow jai 

ot ylqmie srs aboom I[slooa saodt Jed? svelied Jog” et 

conw mort tuods saob gaidiomoe bas Iiede edt ao tug od 16g 

sMoleesoot s ovat ateg ymoroos odd e 

“oy To emon .wo :MWOAE SEMOL22TMMOD a bes 

eisw alorsnos yJoerib of Soseqeet adiw enols sbremmo 9% s 

-Selorimos fecal? fas 

-tdgty ef ded? LIE AM as 

. 


‘ 
4 
7 


-&eloxtnos 
etaigizx et dseAT :tIaG@ .AM 
edd bedeougue uoY ee ee | 
| Pee DER: OBO a 
oe 28108 29 fostt9 ai PS oLme * sapepesanet bs” tay 


te A, “es Dinko 2h% 


Nethercut & Young y* 6581 ~ 


Trento, Ontario 


this only amounts to the interest cost on the depreciatio 
flow. How effective do you think this would be on 
corporation decisions? 

MR. BELL: . Well, this incidentally is not 
suggested here as the ultimate solution by any stretch 
of the imagination. What we are interested in doing 
is exploring ways and means, whether the variable 
depreciation rate be the best, or whether there be 
others for the purpose of regulating capital invest- 
ment. In other words, so as to avert the kind of 
situation we got ourselves into from 1955 to 1957 
where we did have over-expansion. Whether the 
variable depreciation rate is the best, or whether 
there are others that are better, we are not concerned 
with that, but what we are concerned with is that 
these areas be carefully looked into to find out what 
are the best or most feasible means of bringing about 
and regulating the flow of capital investments. 

COMMISSIONER BROWN: The same reasoning 
applies to your suggestion in respect of the Capital 
Issues Committee. 

MR. BELL: Precisely. 

COMMISSIONER BROWN: Yes? 

MR. BELL: .It has worked, as a matter 
of fact, in -a number .of countries and it is in effect 
in a number of countries not only with respect to 
stock but also with respect to bank loans. 

COMMISSIONER BROWN: I think I should say 
that we have heard that it is not working, so I am 


not sure there is not a certain amount of theory around 
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this. 

MR. BELL: I know there is a conflict of 
opinion about this so far as it applies to an area 
like the United Kingdom. 

COMMISSIONER BROWN: Instead of applying 
some of these specific controls how about the reverse? 
How about looking at it from the opposite end and 
removing some of the present controls? For example 
in house building, you mentioned the role of the banks 
as suppliers of N.H.A. funds when interest rates 
went up. What would your attitude be to the suggestion 
that the 6 per cent ceiling on bank charges might be 
removed? 

MR. BELL: No, I personally cannot accept 
that because I believe, 56 we have pointed out here, 
that if enything,there needs to be a lowering of 
interest rates, not just to meet a particular situation, 
because I belong to that school of thought that thinks © 
that the more and more our gross national product is 
devoted to developing things in the public sector : 
there should be lower interest rates. In other words, 
so that municipalities, provincial governments and 
the federal government as well can undertake to finance 
these things at a lower rate. 

I think, as a matter of fact, with a lower 
rate of interest across the board, the present ceiling 
of 6 per cent on fad banks would be perfectly valid. 

It would be more of a margin, as a matter of fact, 


between the present 6 per cent and the average interest 
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rates now. 

COMMISSIONER MACKINTOSH: Do you know of 
any other measure of adequacy in the economy that 
was established in 1933 or about then that still holds? 

MRo BELL? “Yes; ‘the’ price -of “gold?’"Oh, 
it was established in 1935. 

COMMISSIONER MACKINTOSH: You are a couple 
of years out. 

MRY “BELL: “Yes;S two°years later: 

COMMISSIONER MACKINTOSH: We have had 
representatiors that it is not adequate. 

COMMISSIONER BROWN: Further on you suggest 
that the main element in a monetary policy is the cost 
of money. Now, what do you think the relative 
importance is between cost and availability? 

MR. BELL: Excuse me. Where do we suggest 
that the main element is the cost of money? 

COMMISSIONER BROWN: Well, let me see; 
perhaps my notes are wrong. I read it into 
your paragraph 82, 

MR, BELL: No, here we are concerned with 
the issue of whether the central bank should play 
an active or passive role in the matter of influencing 
interest rates. We are taking objection really to 
the position taken by the former Governor of the 
Bank of Canada whom I believe appeared before you 
yesterday, when he indicated pretty clearly, as 
quoted in here, as believeing that the Bank of Canada 
should take a passive role, and that the Bank of 


Canada should not deliberately influence the movement 
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of interest rates. It seems to me this is quite 
a strange theory to advance, because if the central 
bank cannot, or if the central bank does not assume 
the role of influencing interest rates then this 
denies to it one of the very important functions that 
a central bank should have in the national economy. 

COMMISSIONER BROWN: Well, let us put it 
this way. Which do you think is the more important 
factor in the central banks operations in the monetary 
field, the availability of funds or the influencing 
of interest rates? 

MR. BELL: Well, the two are inter- 
related, aren't they? 

COMMISSIONER LEMAN: What is the interest 
rate at which public debt becomes non-self-liquidating? 

MR, BELL: Becomes non-self-liquidating? 

COMMISSIONER LEMAN: Yes, 

MR, BELL: I must confess I have never 
heard it put this way before. 

| COMMISSIONER BROWN: Well, European countries 

have been expanding very much. They have done it in 
a period of very high interest rates. This has not 
inhibited their expansion. 

MR. BELL: Yes. Of course, the reason 
that their interest rates are higher than ours is, 
I think, largely because of a more Scarce source of 
capital available to them than is the case in North 
America. As a matter of fact, I am sure this is 


the reason. 
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COMMLSSIONER LEMAN: Or is it perhaps because 
they are higher profit economies? 

MR. BELL: Well, you have to specify which 
economies they are, because some of them may very well 
be and others certainly not. 

COMMISSIONER BROWN: Perhaps we should ask 
you for a definition of what you consider to be a high 
profit economy? 

MR. BELL: As a matter of fact, I would 
like to direct that question here. 

COMMISSIONER BROWN: In paragraph 87 you 
refer to near banks? 

MR. BELL: Yes. 

COMMISSIONER BROWN: And I couldn't 
help but note one omission in your list, and I wondered 
why it was omitted? 

MR. BELL: J assume that you are referring 
to eredit unions? 

COMMISSIONER BROWN: That is right. 

MR. BELL: As a matter of fact, we didn't 
mean to enumerate all of the so-called near banks 
or financial intermediaries. 

COMMISSIONER BROWN: At the moment they are 
a large element, larger than some of those which 
you mentioned and I wondered why they were omitted? 

MR. BELL: We simply listed a few Ptr On 
here. As far as the credit unions are concerned, 
you probably have already had representations made 
to you --- 


COMMISSIONER BROWN: A great number. 
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MR. BELL: ... by them. My understanding 
of the position that has been taken by some of them -- 
and this is indirect, I haven't heard the exact 
testimony that they offered to you -- but that is 
that if it is found that credit unions do have a 
considerable effect on monetary policy, then perhaps 
some ways and means might have to be devised to bring them 
under some regulation, but I think the point that they 
would make is that the kind of regulation or the kind 
of regulatory power imposed on credit unions might be 
very considerably different from other financial 
institutions because of the basic difference in their 
nature. 

COMMISSIONER BROWN: I think you define 
their operations quite succinctly in paragraph 88; 
it seems to fit into your definition of the other near 
banks, but do I gather that you are not omitting them 
deliberately? 

MR. BELL: No, most definitely not, no. 
As far as this whole question of the financial 
intermediaries is coneerned, I think that here a very 
careful inquiry and study should be made to find out 
what are the suitable controls that would permit 
the monetary authorities to exercise the kind of 
influence over them as they now exercise over the 
chartered banks. This may be very difficult to work 
out controls on. I am not suggesting for one moment 
it is easy, but at the same time unless these inter- 
mediaries are brought under the control of the central 
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| -- mont to O18 a haat aged oid day Wb ded serena 


: 
y> 
oe 
io) 


 foexe: eae bao + ceved pi toortbai'es atdd poe [& 


be al tedd dud -- yoy ot bovette yodt dadd yromtdess 
i 7 , 
: sk) YP pep Pee SG oe Od 
|  —- & evad eb anotms ttbeto ded¢ bayot at tt If tedd 


agerizeq nodd .yottod yrstenom no Jostte sldetebtenos 


lt gntud of poelveb ed ot eved tigie eaaém bas aysw emoe 


yent seadd gateq edd adaids I dud molisfixess emoa ssbay /8 


buix edt to notdsIuget to batu ont deelt-et oxem bivow |® 
ed tdgim eno few TFEbS%O oO bexoqmt tewoq yrotsivget to } OL 


Istongalt vedte moiT saereTIL YListebtesos yrev [it 


aisdd at eonerstiih ofead edt to eaweced emctéudiéant » 
| Stiten ae 

eaitieb voy Maidt I 2MWONE ARMOTeanuMoo ” 

788 dqsrsersq ot Utonkoone odtup anefisteqo ated et 
"pen tedto ort toe molsiniteb iwoy oftnt dit od “ameoe Ft jar 
tts gaisvtino son ets wey tsdt¢ tedtsy I ob tud ,adasd 
| ‘Yrsdercdttsh 18 

on ,dom ylotintteb Seom .of “i.ISa . AM " 
Isilonentt odd to mofteeup storiw aidd es rst eA aa 

yrev s sted tsdt daFas I ~bemtasneo ef eeltstbsartssat bal 
sg 


tuo batt od sbem od bivene youta bas yaxtupal futerso 


— tiarreg bluyow tsaid¢ eaeloténos sidstiue edt ers tsdw es 


to bnid ead sefoisxs oF eotdtroddys -yretenom odg AS 
sid weve selorexo won yort es mend teve soaenttat | 2 


xaxrow oF tivolttth yrev od yam etAdT -64a6d boeredisdo | oS 


tnomom 910 10% gatteegaqve tom me I ome eLortnos suo 
J ~istat oaedt aeelms omit onse edt te dud yess ebat | 8 


_fsudmes sid to Lorimoo edd tebay dtigyerd ers: eebustbem |< 


;.* 


Nethercut & Young = 6587 - 


Terente, Ontaric 


I think it is more properly concerned with the central 
bank than any other institution ~- then it seems to 
me that as these intermediaries grow and expand 
that it is going to be that much more difficult to 
implement monetary policy by the central bank 
authorities. I don't see why these intermediaries 
should be any more privileged than the chartered 
banks, for example. 

I realize, of course, that there are 
very basic differences in the functions of the two, 
but at the same time the fact that they do exert 
considerable influence, I think, on prices and output, 
would suggest that they should be brought under 
regulatory control, as is and has been the case with 
the chartered banks for many years. 

COMMISSIONER BROWN: In paragraph 84 
you refer to the Bank of Canada maintaining low 
interest rates by supporting government bond prices, 
and you say that the inflationary effects could be 
avoided by changing the cash reserve requirements 
of the chartered banks? 

MR. BELL: Yes. 

COMMISSIONER BROWN: I can see that you 
eould offset the multiplier effect of the cash 
reserves, but it would seem difficult to avoid at 
least the one for one increase in the money supply, 
and in any case I was wondering why you would choose 
that way of doing it rather than just a modest 
increase in the reserve, to have the same 


effect? 
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MR. BELL: Well, if it was found desirable 
not to raise the cash reserves of the chartered banks -- 
which, of course, would be the effect of the Bank 
of Canada's. open market operations -- then this 
method of varying the cash reserve requirements and 
raising the cash requirements of the chartered banks, 
which the Bank of Canada has the power to do but it 
has never exercised, could be used to neutralize 
the effect that open market operations would otherwise 
have on the cash reserves of the chartered banks. 

This is only a suggestion because it may 
not be necessarys it may not be necessary or even 
desirable, as a matter of fact, to restrain an increase 
in the cash reserves in the chartered banks. It all 
depends on the economic circumstances that prevail 
at that particular time. 

COMMISSIONER GIBSON: It could accomplish 
the same result by permitting an increase in the | 
cash reserves in the banks of one-tenth or one-twelfth 
of the amount of the additional money that is required; 
this is the normal way. 

MR. BELL: It is the normal way and if it 
could be accomplished that way, then all right, but 
there seems to be a good deal of apprehension in many 
quarters that by maintaining lower interest rates 
through open market operations that this would be 
inflationary. 

Now, if it would be inflationary, then 
it seems that this particular method of varying the 


cash reserve requirements as now provided by the law 
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might very well have a beneficial effect in restraining 
increase 

any undesirable/in the cash reserves of the chartered 

banks. 

COMMISSIONER GIBSON: But if you did it without 
increasing the cash reserves you would have an offsettin 
deflationsry factor and you wouldn't do the job? 

MR. BELL: Well, all we are suggesting here 
is that here is an available technique if circumstances 
warrant its use, and if it is not necessary for it 
to be used, then obviously there would be no point 
in using it. | 

COMMISSIONER BROWN: But if the central bank 
is going to buy some bonds, X number of bonds, is not 

at least 
the result going to be/shis amount of additional money 
in the system? 

MR, BELL: If the Bank of Canada op ee hyn 
the open market and buys government bonds, then the 
normal result is for an increase in the cash recat ar. 
of the chartered banks. 

Now, if the Bank of Canada's purpose in going 
into the open market is simply to support government 
bond prices, but doesn't want the normal result 
of an increase in the cash reserves on the chartered 
banks, then it could to a certain extent prevent 
that increase simply by raising the reserve requirements 
of the chartered banks. Is that not right? 

COMMISSIONER BROWN: You hyve a one for one 
increase, 

COMMISSIONER GIBSON; That is technically 


So, but you still add the amount of the government 
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purchase of bonds to the money supply? 

MR, BELL: But you would prevent the 
multiple effects. 

COMMISSIONER BROWN: I don't understand 
that part in that paragraph where you refer to 
increasing these reserve requirements; I would have 
thought it would be the other way around? 

MR. BELL: Which paragraph is that? 

COMMISSIONER BROWN: It is in aii aah 85. 
At the moment the leverage is 124 to one, and if | 
you, raise the réquirement 10.per cent, then it is 
only 10 .to one? 

MR. BELL: I just don't see any point, 
as a matter of fact, in taking a ceiling of 12 per 
cent; I don't think that this is necessary at all. 
It is very important that there be a minimum reserve 
requirement which is fixed at 8 per cent, but for 
the purposes of putting a ceiling on this it just 
doesn't suggest to me that -- well, it doesn't suggest 
to me that there is any need for it, 

COMMISSIONER BROWN: But it doesn't do any 
harm having it ? 

MR. BELL: No, except that occasions might 
arise when it might be necessary to exceed the 12 
per cent limit, and consequently I can't see that there 
should be any barrier put in the way of the Bank of 
Canada's operations. 

COMMISSIONER BROWN: It was the use of the 
word "leverage" which I didn't understand. It seemed 
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that. the leverage got less. 
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MR. BELL: No, we don't mean it that way. 
Actually, "flexibility" is the word that should be 
used there. 

COMMISSIONER MacKEEN: I just have a few 
questions, Mr. Chairman. First in regard to the 
recommended changes in the Bank of Canada Act, 
paragraph 113, and in the first recommendation you 
say, "and to promote full employment"; that is in 
the preamble. 

Now, we have heard various experts from 
central banks, and some expressed one objective and 
some anothér, and they all mention the same purposes; 
full employment was one and in another case it might 
be the soundness of the currency and another one 
might be on exchange, and so on. What have you in mind’ 
that would pereet ewe objective of the bank to the 
substitution in the preamble? 

MR. BELL: All we are suggesting here is 
that in the preamble to the Act that the words full 

employment | should be inserted because they are 
not there now. In other words, the preamble sets up 
the objectives of national policy, and we simply 
think that full employment should be included as 
| one of those objectives. In other words, we want to 
give emphasis to this point, and that is our reason 
for making this suggestion. 

COMMISSIONER MacKEEN: On the second 
recommendation you mention three alternatives. What 
does the Congress consider the possible alternative 
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MR. BELL: Well; we haven't taken any 
position on this; we have simply suggested three 
possibilities for removing the governor or deputy 
governor, and the reason why we have done so is simply 
to avoid. the kind of difficulties that were ee ee 
about a little over a year ago when this unfortunate 
situation arose. 

COMMISSIONER MacKEEN: The conditions under 

which they might be removed should be defined? 

MR. BELL: Precisely, that is the main 
purpose; that whatever moving is considered to be 
best, that it should be carefully defined. 

COMMISSIONER MacKEEN: You should have a 
fairly wide scope of authority? 

MR. BELL: Definitely. 

COMMISSIONER MacKEEN: Now, coming to the 
functions of the board of directors. What do you 
visualize.is the proper function of the board of - 
directors? 

MR. BELL: Here we have in mind that because 
the Bank of Canada is an exceedingly important public 
institution that it should have -- and I am not for 
one moment casting any reflections on the present 
members of the board of directors at all -- but I 
think or we think that appointments to the board 
should consist of people who are highly qualified in 
monetary economics and should hwe considerable 
financial experience because the Bank of Canada or the 
central bank of sur country is an exceedingly important 


one and therefore it should be staffed by only the most 
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competent people available. 

COMMISSIONER MacKBEN: I presume that 
the constitution of the present board is based to 
some extent on geographical selection and also that 
the selection is made with the broad business outlook 
available to management in Canada. Do you think it 
Should be more on the basis of technical knowledge 
of monetary policies than anything else? 

MR. BELL: I think that there should be 
more emphasis -- that is the word which I would like 
to use here -- I think there should be more emphasis 
given to appointing people who are highly qualified 
and competent in monetary economics which, of course, 
is what the Bank of Canada is all about. 

COMMISSIONER MacKEEN: Do you see any — 
possibility of a board largely composed of experts 
and they might disagree on policy matters and occasion 
some embarrassment to the Department of Finance? 

MR. BELL: This is always quite possible, sir; 
it is quite possible, yes. 

COMMISSIONER MacKEEN: Pardon? 

MR, BELL: It is certainly quite possible. 
As long as human nature is involved there is always 
going to be a certain disagreement with respect to 
views, but we feel that the composition of the board 
Should lean more in the direction of expertise; the 
highly complex and intricate problems that the Bank of 
Canada and the central bank has to face would seem: 
to warrant that conclusion. 


COMMISSIONER MacKEEN: From what fields 
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would you nhoeae such people? 

MR. BELL: well, one of the obvious 
ones, of course, would be highly competent economists, 
particularly those with special training in monetary 
economics. I am not suggesting for one moment that 
the entire board consist of professorial types, but 
only those in a particular field. 

COMMISSIONER MacKEEN: If you arrive 
at that solution you may get an even greater degree 
of diversion. 

MR, BELL: No, all I am suggesting or 
all that we are suggesting here is that there should 
be a bit more emphasis given to the expertise side; 
that these very intricate problems facing the central 
bank really require that. 

COMMISSIONER MacKEEN: Thank you very 
much. 

COMMISSIONER HARROLD: I have just one 
or two questions on this section, Mr. Chairman, and 
this has to do with your fourth recommendation where 
you say that the Act should provide that the final 
responsibility for monetary policy clearly rests 
with the Minister of Finance. Do you see any 
difficulty about this interference that you mention 
in the way that you do when you say that it is hardly 
necessary to ask that the Congress does not want to 
see the Bank become a department of government. 

Have you yee Suggestions as to how safeguards may 
be written into the Act to see that this doesn't 


happen? 
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MR, BELL: I would think this would be 
very, very difficult to do. The reason we make this 
point here, again, is to try to avert a repetition 
of the situation that has taken place. We have had 
two M'nisters of Finance now who have attempted to 
disclaim tiasolsiotttey for monetary policy, and in 
our view this just does not make sense, The Minister 
of Finance has to accept ultimate responsibility for 
monetary policy, the same as he accepts, or he and 
his government accept, ultimate responsiblity for 
fiscal policy. If the Minister of Finance attempts 
to shove off the responsibility to the Governor of 
the Bank of Canada for any monetary policy, as the 
recent Ministers of Finance attempted to do , then 

saying 
the Minister of Finance is actually/that public policy 
carried out by the Bank of Canada is the sole 
responsiblity of the Bank of Canada and not the 
responsibility of the elected representatives in. 
Parliament. 

This is certainly a most undemocratic thesis 
to lay down, in my opinion, Furthermore, from a purely 
practical point of view it is just unworkable, for 
fiscal policy and monetary policy must shepard harmony ; 
and if the Minister of Finance is going one way and 
the Governor of the Bank of Canada is going another 
way, then obviously the system is just going to break 
down. Fiscal policy will be thwarted, as it has been 
when a monetary policy is carried out in another 
direction. 


COMMISSIONER HARROLD: You do not see, then, 
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any difficulty in arriving at a balance D 
how independent the Bank should be or whether 
should not be independent and directly responsible 
to the Minister? 

MR. BELL: I do not believe there is any 
particular difficulty and I do not think, as a matter 
of fact, these things should be spelled out. I think 
you would really create difficulties if you attempted 
to spell out in a detailed way the exact responsibilitie 
of the Governor of the Bank of Canada in relation 
to the Minister of Finance. After all, we had in 
this country, I think for many years, a pretty close 
co-operation between the Bank of Canada and the 
government. Events seemed to go along pretty smoothly 
uniess, of course, there were certain things going 
on behind the scenes which I was not aware of. That 
may have been so, but I do not think so. Again I 
think this is a matter of developing through 
pragmatic experience a working relationship between 
the central bank on the one hand and the government 
on the other. But when all is said and done, only 
the government can accept ultimate responsibility 
for the monetary policy, for only the government is 
an elected body. The Governor of the Bank of Canada 
is not. an elected official. 

COMMISSIONER HARROLD: Have you given any 
thought to a system of directives, which is permissible 
under the British system? Do you think it would serve 
any useful purpose here? In other words, if a differenc 
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Finance and the Governor of the Bank of Canada, do 
you think it would be a good thing to have a system 
of directives by which the Minister of Finance could 
either publicly or otherwise direct the Governor 

of the Bank to do certain things in the way of a 
monetary policy? 

MR. BELL: I am going to refer to what a 
former Governor a the Bank of Canada had to say on 
this matter. This was before the House of Commons 
Standing Committee on Banking and Commerce during 
the decennial wevision of the Bank of Canada Act 
in 1954. The then Governor of the Bank of Canada, 
Mr. Towers, was asked what would happen in the event 
of a conflict between himself and the Minister of 
Finance. His answer was quite forthright and very 
acceptable. He said that in the event of a conflict 
between himself and the Minister of Finance, or the 
government, on policy, either he would have to reconcile 
to their policy or he would have no alternative but 
to resign. If the Governor cannot carry out government 
policy, then I think he simply has to resign because 
after all he is not ultimately responsible for 
government policy; only the government can be. 

COMMISSIONER HARROLD: There is just one 
more question, and that has to do with the suggestion 
that the Bank of Canada Act should itself provide a 
periodic and more frequent revision of the Bank of 
Canada Act, 

If there is felt a great need for this, 
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amendments being made at any time that it may seem 
necessary to have them made. But do you think that 
a periodic revision of this kind would be more 
acceptable or provide 4 mredefinite benefit than the 
present system in which an amendment can be brought 
in, I presume, at any session of Parliament? 

MR. BELL: Here we have in mind ae very 
Speed at which events take place now and the consequent 
need for reviewing matters at more frequent intervals. 
AS a matter of fact, we think such things as the 
decennial revision of the Bank of Canada Act; 
and Royal Commissions such as yours, besides serving 
the purpose of making recommendations with respect 
te policy, serve an extremely important function in 
providing public education and promoting elise 
education on this most important and, at the same 
time, difficult field. Consequently, the more airings 
of these matters there are, the better informed | 
the Canadian public is likely to become. 

Therefore, these things serve more than 
just the purpose of bringing about necessary revisions 
in Acts, or in having policy recommendations made. 
They also serve the extremely important function of 
education. 

COMMISSIONER HARROLD: You suggest something 
less than 10 years. Can you be more specific? Would 
you suggest 5 years, 6 years? | 

MR. BELL: I do not think it is very important 
to specify it here, but I think that it should be 


less than every ten years. Ten years is far too long 
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now. Too many things take place in a period of a 
decade. Every five years might be quite feasible, 
but cotpcbity! Soudsn ihe less than ten years. 

COMMISSIONER LEMAN: Not with a Royal Commission 
every five years? 

| “MR. BELL: No. 

THE CHAIRMAN: Thank you very much, gentlemen, 
for a very useful discussion. I hope we have not 
exhausted you, Mr. Bell. You have answered the 
questions in great detail and in a most helpful way. 

We appreciate very much you presenting your brief 
and being with us today. I can only say that we are 
extremely gratified at the views we have obtained 
from you this morning. 

MR. MacDONALD: My Lord Chief Justice, 
and gentlemen, on behalf of the Congress I want to 
express our appreciation of the courtesy and attentive 
hearing you have given us. We have ee very favourably 
impressed with the penetrating and pertinent questions 
that have gone on, and we trust that the amplification 
of our submission which has resulted will be reflected 
in your eventual report. 

THE CHAIRMAN: We shall adjourn now until 
9.15 tomorrow morning when we shall hear submissions 
from the Canadian Sesecter en of Consumers, the 
Canadian Exporters' Association, and Professor E.T. 
Neufeld. 


--- Adjournment. 
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(The Canadian Labour Congress, the main 


Canadian centrallabour organization, with a membership 


. Of over 1,000,000 is located at 100 Argyle Avenue, Ottawa 


Ontario. ) 


J ge Monetary and fiscal policies, properly co- 
ordinated, can play a dynamic role in promoting full 
employment and adequate economic growth, 

2. While monetary policy by itself is limited 

in what it can achieve, non-monetary measures for 
Stimulating economic growth will usually be dependent on, 
often impossible without, an appropriate expansion of 
the money supply. Monetary policy and fiscal policy 

must supplement each other. 

8, Neither private capital investment nor export 
can be relied upon to restore full employment and the 
pre-1957 economic growth rate. 

4, The slow-down of our economy can be corrected 
only by appropriate fiscal and monetary policies. What 
is required is a massive expansion in the public sector 
of the economy, which, by comparison with the private 
sector, has been seriously neglected. By the "public 
sector" We teat goods aria services which governments 
(national, provincial and municipal) aivedt in: slum 
clearance and urban redevelopment, public development 
and conservation of resources, housing, hospitals, schoolb, 
provincial universities, technological and scientific 


institutions, roads and many other things essential to 
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any aavanced society. 

Sp "Expansion in the public sector", does not 
mean makeshift public works programmes, but a planned, 
long-term, sustained expansion of social capital, public 
Services, and investment in the most important capital 

of all, human capital. Meeting these needs would at 

the same time go a long way towards Solving our employ- 
ment problem. 

64 Investment in the public sector provides an 
important stimulus to the private sector through the 
‘multiplier effect. Consequently, the initial public 
investment not only increases demand for goods and 
services es Satisfy social needs, but also, indirectly, 
for goods and services to satisfy individual consumer 
needs, Business investment is thus stimulated by 
individual and collective demands. 

Ts This is not possible without effective co- 
ordination between monetary and fiscal policies. -At 
present, with unused economic capacity, a carefully planned 
deficit budget will be required, supported by an appropriate 
expansion of the money supply. 

8. In an eonomy with unused resources, borrowing 
by expanding credit is not inflationary. The new credit 
would be employed to put such idle resources to work. 

The increase in purchasing power would be offset by a 
real increase in the gross national product. Inflation 
will result only if deficit financing is continued 

after full employment has been achieved. (Some may 
object that such policies are inappropriate in view of th 


recent changes in exchange rate policy. See below.) 
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9. In the past there has been too much reliance 
on general monetary controls to combat inflationary pressures 
: which did not result from excessive general demand. The 
‘ Bank of Canada has, for example, applied a tight money 
: policy to curb inflationary pressures brought on by 
. Seen gt private capital spending. The effect on such 
q Spending is negligible because corporations depend 
: largely on internally generated funds for capital 
i investment. But tight money and high interest rates 
_ have substantial adverse effects on provincial and 
i municipal governments, and other public bodies which 
= raise loans in the capital market; smaller business, | 
= which must invariably rely mostly on bank credit; and 
si homebuilders for whom even a small increase in mortgage 
iy rates means an appreciable addition to costs. 
si LO The answer to specific inflationary pressures 
a is selective, not general, monetary controls. One 
ei selective control with distinct possibilities bo meaud en ng 
is corporate spendings is a variable depreciation rate. 
i Another is the licensing of large capital issues. 
si re The Bank of Canada should assume an active 
7 role with respect to interest rates. A central bank 
‘é which does not accept the responsibility of positive 
me guidance and influence on the level of interest rates 
e is failing to fulfil one of its primary functions, the 
a regulation of the cost of money in accordance with 
3! economic requirements. 
‘i 12.0) A fixed Bank Rate would usefully supplement 
29 


open market operations by indicating the kind of monetary 
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policy the Bank believed appropriate. 

&3 » A major weakness in our financial system is 
the fact that financial intermediaries such as instalment 
finance companies, personal loan companies, trust and 
loan companies and others, are not subject to any kind 

of monetary control. Unless some control over these 
institutions is co-ordinated with control over the bankin 
System, monetary policy will become increasingly less 
effective. 

14. Recent. changes in exchange rate policy have 
particular significance for monetary policy. We are 
especially apprehensive that a fixed exchange rate will 
make it difficult for Canada to pursue expansionary monet ry 
and fiscal policies necessary to achieve full employment 
and suitable economic growth rates. 

15.5 For Canada, with its comparatively large 
external transactions, a free exchange rate is preferable| 
It helps adjust our balance of international payments 

to meet our domestic needs. With a fixed exchange rate, 
domestic policies which may actually promote unemployment 
and low growth rates may be adopted because they are 
considered essential to balance of payments requirements. 
46,3 The present balance of payments problem 
really underlines the need for a free exchange rate. 

With a free trate, and positive policies to stimulate 
exports of goods and services, our present external 
difficulties could be greatly reduced and there would 

be no need to employ either long-term external or interna 
restrictive policies. 


bh Somehow we must increase our exports of goods 
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to compensate for recurring deficits on “invisibles". 
Careful consideration should be given to measures to boos 
merchandise exports, e.g., export subsidies, further 
improvement in export credit facilities, and tax 
incentives to firms which exceed certain export quotas. 
18, There may also have to be important changes 
in the structure of some secondary industries, where 
there are too many firms operating in a comparatively smaill 
market, which only results in unnecessary inefficiencies. 
19. The tourist industry could be improved bo 
attract foreign tourists to Canada and to encourage 
Canadian tourists to do more of their travelling inside Cana 
20% But even with such measures, we still doubt 
whether, with a fixed exchange rate, Canada can avoid 
serious balance of payments problems in the future. The 
best policy for Ganada is to get back to a floating rate. 
The next best is to get the International Monetary 

Fund rules changed to allow the rates to fluctuate within 
appreciably wider limits. But if we can neither get 

back to a floating rate, nor get .a more flexible fixed 
rate, then we must press hard for new international 
monetary arrangements which will, provide for far greater 
international liquidity. 

el. Canada sales cannot change the present 
inadequate international liquidity arrangements. But, 

if you feel unable to recommend either outright return 

to a floating rate, or a more flexible fixed rate, then i 
becomes imperative for you to consider carefully what 
policy Canada should adopt towards the various plans for 


greater international liquidity, and to.make recommendatibns 
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accordingly. Such recommendations could then serve 


as a basis for Canadian proposals in the international 


negotiations on this subject which cannot be much longer 


postponed. 


2a 


The following changes should be made in the 


Bank of Canada Act: 


(a) 


(b) 


(oy) 


The preamble should be amended by inserting, after 
the words "prices and employment" in the sixth 

line, the words, "and to promote full employment". 

Section 6 (3) (a) should be amended to make clear 
the precise procedure to be followed in removing 

the Governor or Deputy Governor. If it is con- 
Sidered necessary to place the Governor and Deputy 

Governor beyond the reach of dismissal by the Govern 
ment, the paragraph should be amended by adding 

the words, "but may be removed from office at any 
time by the Governor General, on Address of the 

Senate and House of Commons." If it is felt that 
the faceamoraiet and Deputy Governor should not be place 
in so independent a position, then the paragraph 

might be amended by adding the words, "but may be 
removed for cause at any time by the Governor in 

Council", or:"may be. rémoved’ by the Governor in 
Council::for misbehaviotr.or incapacity, inability 

or failure to perform his duties properly". 

Steps should be taken to make the Board of Directors 


really effective, which it does not appear to be now 


This may not require any amendment, (though we 


think it should be specified that a due proportion 


of the Directors should be people of financial 
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experience or special knowledge in the fteld of 
monetary economics), but it might well require a 
ehange of Government policy. 

(4) The Act shovid distinctly provide that final 
responsibility for monetary policy rests with the 
Minister of Finance. 

—(e) The Auditor-General should be designated as the 
Bank's auditor. 
(f) The Bank of Canada Act should itself provide for 


periodic, and fairly frequent, revision. 
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My Lord Chief Justice and Members of the Commission: 

ve | The Canadian Labour Congress, which was one 
of the bodies asking for the Boel ntmeat of this 
Commission, welcomes the opportunity to appear before 
you and to present its views. The operations of monetar 
and eihanetal institutions have an important bearing 

on two matters which greatly concern the labour movement, 
namely, employment and economic growth (with reasonable 
price stability). 

2. During the past five years Canada has 
experienced high rates of unemployment and low rates of 
economic growth. Furthermore, here does not appear to 

be any prospect of more than a temporary improvement in 
this situation. It is fitting, therefore, that an 
inquiry of this kind be undertaken to see how financial 
and monetary policies can best contribute to reversing 
these economic trends. Monetary policy cannot, of 
course, be considered adequately apart from SisedT and 
other policies and we shall, therefore, have something 
to say about the latter as well. 

5: You have been appointed to "enquire into and 
report upon the structure and methods of operation of 
the Canadian financial system, including the banking and 
monetary system and the institutions and processes 
involved in the flow of funds through the capital market" 
and to "make recommendations (i) for the improvement of 
the structure and operations of the financial system and, 
more particularly, (ii) concerning the Bank Act, the 
Bank of Canada Act, the Quebec Savings Banks Act, and 


other relevant federal legislation". 
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4, The Congress will have nothing to say about 
the Bank Act or the Quebec Savings Bank Act, nor, except 
incidentally, about the operations of the chartered 

banks and the Quebec Saeitee Banks. It will confine its 
presentation to the broad, general questions before you, 
and to certain suggestions for amendments to the Bank 

of Canada Act. 

5% You have indicated that you would like the 
Congress to provide information on "the activities of 
unions as borrowers and lenders in the capital market; 
the reasons for which unions borrow and the sources of 
funds open to them; the forms in which unions invest 
funds which they have accumulated; the ways in which 
borrowing and investment policy is influenced by credit 
conditions." 

Gx Answers to these questions can be almost as 
brief as the famous chapter on the snakes in Ireland. 

ae The Congress has almost no information on the 
subject, and no means of getting it except by sending out 
questionnaires to its hundred or so affiliated unions, a 
process which would involve the small staff of the 
R,search Department in an almost infinite series of follo 
up letters and an appallingly time-consuming analysis of 
such information, probably meagre, as might be received. 
Anything like full information on the subject will become 
available only with the publication of the statistics 

to be provided by corporations and unions under the Act o 
last session. 

oe By and large, unions neither borrow nor lend. 


When they borrow, it is almost always small amounts on 
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short term by bank overdraft. When they lend, it is 
almost always a matter of bank deposits and Government 
bonds. For instance, at December 31, 1961, the Congress 
itself (which is not, of course, a "union" but a federatipn 
of unions ) had no bank loans at all, its only debts being 
cheques outstanding (covered almost four times over by 

bank deposits), commissions payable, amounts due to the 
International Confederation of Free Trade Unions, the 
Chartered Union Defence Fund, and “dues suspense" ($55.00). 
Its total liabilities to the public were considerably les 
than its bank deposits. Its investments were $309,668.1 
in Dominion of Canada bonds, and one share ($100.00) in 

the Atlantic Broadcasting Corporation. There is so 

little union borrowing and investment, and what there is is 
so nearly involuntary (since unions borrow only in dire 
need, and invest only their usually modest surplus 
revenues) that there is really no "borrowing and invest- 
ment policy" for credit conditions to have any ePtdet 

on. This whole subject would seem to be a prime case 
for the maxim, “Lex de minimis non curat." (Congress 
financial statement attached.) 

9. You have also indicated that you would like 
the Congress to provide “information on pension and wel- 
fare plans operated for union members; the growth of 

such funds and probable future trends; a description of 
the various arrangements for the management of such funds 
and the location of investment responsibility; changes in 
this regard and the reason for such changes; the rates of 


increase in the size of the various types of fund and the 
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disposition of their investments among various classes of 
assets; . . the adequacy of control of pension fund 
investment and administration." 

10. This also is a subject on which the Congress 
cannot provide much information. 

jt ee Very few unions have pension or welfare plans 
of their own in Canada. Some old, established 
international craft unions have such plans, but they do 
not differentiate between American and Canadian members; 
and again, the Congress could secure information on them 
only by an elaborate, time-consuming, and probably very 
unproductive process. Here, also, the legislation of 
last session may, in Aer taet produce figures which 

at present are not available at all. 

de is Most pension and welfare plans for union 
members arise out of collective bargaining. The Congres 
has about 3,500 collective agreements on file, but the 
kind of analysis of them which you would like is 
altogether beyond the resources of the Research Depart- 
ment, and even it it were not, the coverage is so spotty 
that any results would be of very dubious value. The 
Dominion Department of Labour may be in a position to giv 
pretty full information on the subject. Its files are 
much more complete, and its staff very considerably 
hargers to.put_it mildly. 

135 Broadly speaking, it may be said that pension 
funds provided for under colleétiyve bargaining (and, 
incidentally, any pension or wélfare funds so provided 
cover not only "union members" but everyone covered by 


the agreement) are put into either Dominion Government 
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Annuities, or insurance company funds. The Dominion 
Government Annuities are, of course, managed by the 
Annuities Branch of the Department of Labour, the 

insurance funds by the insurance companies concerned. 
Sometimes the employer pays the whole cost, sometimes the 
employees contribute. With the Annuities Branch, only 

the employer can contract; but with the insurance companies 
joint employer-union contracts are possible, and in fact 
often exist. 

te 2 The safety of pension fund investments is 
presumably adequately provided for by the Annuities Act 

and the various Insurance Acts. So is the soundness of 
administration. The adequacy of the pensions themselves, 
with the related questions of vesting and portability, 

is, of course, another matter, but one which is beyond 

your terms of reference. 

La Welfare plans under collective agreements are 
exceedingly numerous and varied. Most collective agree- 
ments in Canada (there are about 6,000 of them) are betwee 

a local union and a single plant, though there are, of 
course, important agreements between a group of locals and 

a group of employers, or between a national or international 
union and a multi-plant company, or between a group of unions 
and one or more large, national employers. By no means alll 
of the 6,000 agreements provide for welfare plans of any 
kind; but a great many do. In some, the employwa: pays 

all the cost; in some, employer and employees both contri- 
bute.. In some, there is a special fund established, 
administered either by the employer or by the employer and 


the union jointly; in some, the whole thing is handed over 
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to an insurance company. 

16. Here also existing laws presumably provide 
adequately pop the safety of the funds and soundness of 
administration. 

ig of You have also indicated that the Congress! 
brief "would be particularly useful if at an early stage 
it established the basic philosophy of the Congress 

5 of the central Tike fens facing the Commission, 
e.g., the appropriate role for and limitations of 

monetary policy, the goals that a properly functioning 
capital market is designed to serve, and the criteria by 
which to judge whether or not the financial system is 
performing adequately.” 

hike We wish to make it clear at the outset that 

we believe that fiscal and monetary policies should play 

a dynamic role in promoting objectives of full employment 
and suitable economic growth. The national budget, 
Supported by an appropriate monetary policy, can be a 
powerful instrument in attaining and maintaining these 
national purposes. 

19. The Congress has repeatedly urged that 
expansionary public policies are required to deal with 

the slow-down of our economy. This does not mean reliancle 
on monetary policy alone. Far from it. Monetary policy 
by itself is limited in what it can achieve. 

20. Those who have advocated an active rather than 
a passive role for monetary policy have often been accused 
of assuming that an expansion of credit by itself would 


automatically bring the economy out of a recession and 
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provide a high growth rate and full employment. We know 
of no responsible people who have ever suggested anything 
SO naive.. 

a1, While the volume of credit, and its satis- 
factory regulation by the Bank of Canada, are highly 
important in influencing demand in the economy, they are 
certainly not the only factors. An expansion of credit 
will not bring about full employment and suitable 
economic growth unless there is demand for the expanded 
eredit. The depression years of the 1930's proved this 
beyond doubt, if it ever needed proving. An abundant 
Supply of cheap money will obviously not encourage busi- 
ness to borrow if the latter cannot profitably employ 
additional funds. 

ae. But at the same time, non-monetary measures 
for stimulating economic growth will usually be dependent 
on, often impossible without, an appropriate expansion 

of the money supply. It is the volume of money supply 
together with the velocity of its circulation, or the 
rate at which the money supply is used, which determines 
the level of output in the economy. Those who question 
the value of monetary policy in lifting an economy from 
its depression are thinking in terms of monetary policy 
only. The correct approach is to regard monetary 
policy and fiscal policy as indispensable supplements 

to each other. 

os Since 1957 total demand for goods and services 
has not been sufficient to create jobs to meet the needs 
of an expanding labour force and to accommodate those who 


are being displaced by technology in the goods-producing 
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industries and perhaps in some service industries as welll. 
e4, Annual investment in the private sector of 
the economy has been, and Still is, considerably below th 
post-war peak investment of 1957. This is understandable 
because ever since the private capital investment boom of 
1955-1957, productive capacity has exceeded effective 
demand. 

25% There are those who contend that all that is 
required to stimulate economic activity is to reduce the 
"high" corporate income tax. With so much unused 
industrial capacity, we find it difficult to accept the 
theory that corporate tax rates are primarily responsible 
for our inadequate econonic growth, Exponents of this 
theory argue that “high taxes" are "drying up" private 
capital funds, and stifling incentives to private invest- 
ment. Thus their solution to the problem of inadequate 
growth is to reduce the corporate tax rate. This, they 
argue, would increase the availability of private capital 
and make investments more profitable, which would stimulate 
investment and hence economic growth, 

26, But as long as productive capacity exceeds 
effective demand, there can be no incentive for business- 
men to invest for the purpose of creating more unused 
capacity. Generous depreciation allowances, which are 

the envy of U.S. businessmen, provide ample means for the 
replacement of worn out or obsolescent equipment. It 
should be remembered that the "high" corporate tax rate di 
not prevent corporations from investing excessively in 

the 1955-1957 period. Business investment reached an all- 


time high then because corporations believed (erroneously, 
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as it turned out) that there would be a market for the 
resulting increased output. 
ea We should like to quote from a letter to the 
editor of the New York Times by Mr. Benjamin Eiriksson, 
President of the Iceland Bank of Development. Although 
his observations are on the economic situation in the 
United States, they are pertinent to our previous 
comments. Mr. Eiriksson states; 
" The two most recent policy measures 

to improve the situation (unemployment in 
the U.S.): permission of faster depreciation 
and a tax allowance for new equipment, seem 
Sensible measures in themselves, but hardly 
to have a bearing on the main problem. 

Both measures aim at the same target: 
Stimulation of industrial investment. 
Within limits sufficiently narrow, there 
sl be nothing unsound with such an idea. 
But under present conditions in the United 
States the consequences must be increased 
unemployment. 

There are expansionary forces at work 
in the American economy, but they are mostly 
directed 'inward,' i.e., toward increased 
efficiency. The autonomous purpose of the 
economic system of capitalism is not maximum 
output but maximum productivity, as every 
economist knows, althouth this is sometimes 
forgotten. 


The tax allowance will tend to increase 
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the after-tax income of firms. There is 
very little likelihood that in the present 
situation this would appreciably affect their 
spending. 

Except for President Kennedy, and perhaps 
some of his advisers, those in authority seem 
unwilling to face the hard fact that there is 
no substitute for effective demand. And back 
of effective demand stand the consumers with 
their private needs and their various govern- 
ment organs with their collective needs. 

In my view, the stress is much too much 
on stimulation of demand through stimulation 
of investment in industrial facilities, too 
little on ‘investment! in human beings and 
socially important projects. Industrial 


Investment is a healthy thing only as long as 


it reflects effective demand and is not merel 


a response to artificial stimulants (under- 
scoring ours). The overstressing of the 
importance of industrial investment is 
probably due to some of Keynes' misconception 
about the role of investment in the economic 
process" (New York Times, June 3, 1962, p.12E 
28, For much the same reasons, the acute deficienty 
in total demand for goods and services in Canada cannot 
be corrected at the present time by relying on private 
investment. Nor can it be corrected by relying on export 
(Exports last year were at an all-time high, with a small 


surplus over imports.) It can be corrected only by the 
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application of appropriate fiscal and monetary policies. 
How? Demand can be increased either through personal 
eee tax custs, or through increased public investment. 
Either would result in unbalancing the budget. The objec 
would be to allow the budget to remain unbalanced until ifle 
resources were fully employed. Personal income tax cuts 
alone would probably not be sufficient to raise, and 
sustain, demand to the degree necessary to attain full 
employment and a relatively high degree of economic growth. 
There is no question that adequate public investment 
could attain these objectives. 

29. The Congress has advocated a massive expansio 
in the public sector of the economy, which, by comparison 
with the private sector, has been seriously neglected. 

By the "public sector" we of course mean goods and 
services which governments (national, provincial and 
municipal) invest in: slum clearance and urban redevelop 
ment, public development and conservation of resources, 
housing, hospitals, schools, provincial universities, 
technological and scientific institutions, roads, parks, 
and many other things highly essential to any advanced. 
society. 

30. When we speak of "expansion in the public 
sector”, we are thus not speaking of makeshift public 
works programmes, of the kind which were hastily contrive 
to meet mass unemployment in certain countries in the 
1930's. What we are proposing is a planned, long-term, 
sustained expansion of our social capital, of our public 
Saeed act and of investment in the development of the mos 


important capital of all, our human capital. Meeting 
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these important needs would at the same time go a long 
way towards solving our unemployment problem. 

Se Investment in the public sector provides, of 
course, an important stimulus to the private sector 
through the effect of the multiplier. Consequently, the 
initial public investment not only increases the demand 
for goods and services to satisfy social needs, but also 
indirectly increases demand for goods and services to 
satisfy individual consumer needs. Business investment 
is thus stimulated by individual and collective demands. 
The result is a large and sustained increase in total 
demand. 

Se. Such a programme is not possible, however, 
unless there is effective co-ordination between fiscal 
and monetary policies. At a time when there is 

unused economic capacity, i.e., idle workers and surplus 
plant, a carefully planned deficit."budget will be require 
How should the deficit be financed? There are some who 
were support a deficit policy but only if such a deficit 
could be financed without expanding credit, t.e., by 
borrowing from the non-banking public. This is another 
doctrinaire view which under certain circumstances is 

not at all practicable. Lt iedettiaanls borrowing for 
the purpose of financing the expansion of the public 
sector of the economy simply replaces spending in the 
private sector of the economy, total demand will of cours 
remain unaltered. After exercising the best possible 
judgment, the public authorities must decide how much 
oe be borrowed from the non-banking public without 


denying the private sector funds which otherwise would 
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be spent there (obviously not an easy judgment to make), 
and how much must be borrowed from the banking system. 

An appropriate expansion of the cash reserves of the 
chartered banks will then be required to enable the 

latter to make the necessary credit available to the 
government. This, of course, cannot be done unless the 
central bank agrees to pursue an appropriate policy of open 
market operations. 

33% Those who object to such a policy base their 
opposition largely on the ground that this would lead 

to inflation. It. is important to examine this argument, 
because it constitutes the primary objection of most 
opponents to an unbalanced budget which must be financed 

in whole or in part, by an expansion of credit. Indeed, 
there are many who take for granted that financing 
government deficits by expanding credit will always 

cause inflation. Modern economic theory does not suppor 
such an assumption, and furthermore, it has been | 
demonstrated time and again to be patently false in practice. 
In an economy that is not fully employed, an economy 

with idle manpower, unused plant capacity and idle 
resources, borrowing by expanding credit is not 
inflationary. Why? Because new credit would put these 
idle resources to work. The increase in purchasing power 
would be offset by a real increase in the gross national 
product. In other words, while additional money creates 
additional demand for goods and services, idle resources 
can be used to satisfy this additional demand. Hence, 
there is not likely to be any significant ara! 9: 


on prices. 


- \ : - tg 
(eaten og Ouiasitane vase os ton efayoivde) piste ‘4teqe ed 


smosayea siinnsd eft mort beworrod od daum Hh octen wor! bas 
eft to aevrezet Taso oMt ‘to nédnsacae eval raeteas AA 

oft oefdsns od bertuper od not IlLiw aunsd beredratn 

ij ot sidsitsavs tibsro eesceadisaan ae stem ot veodat 

oft aasiny enob ed dona. .gatvoo to ett _ dnemntevog 
fe) to saunas gistuqorags ns sveirg od easetss Ansd. terénse 
‘baetdonene Joxwr sn 

atedd sesd yotlog s Tova ot tootdo ow saott i€e 
Heel bluow efit gets bavets oft no yloursl met éteanee 

_ dromuars eftadt onimexe ot tasturoqmt ef IT vneetersot ot 
geom to sottostdo yusmitaq ong sedudisenoo tt jeuaned 
beonentt sd gaum totdw tesbud beonsisday as od Picacmatte 
peobal _ ,dtthero te nolaasqxe as yd .duaq ni 10 efotw nt 
antonsatt tend hetner3 rol saad ofw ynam ors ereds 
evewis IIltw tibeto zatbnsqxe vd edtolteb Jnsmaievog 
rogque vom eso0b yioeds otmonoos nrsboM ,okdsftak savuso 
| sesd ag di .sxomrofdxut bos .nottqnvees as Nove 

fosrg at ee yitnsteq sd of aisgys bis smid bedsrsanomeb 
ymonoos as .beyolqme yiful gon at gafts ymonoos as nat 
elbt bis yitosqso dnsigq beeauny ene otbt ddiw 

don ak dtbero saitbasgxe vd aritworrod “aeorubede 

seeds sug bluow tibero won seusosa yw .vyrenotdslint 
fowog aniesdorsgq nt sesotront sat .xtow ot esotuoeer ol bt 
Isnottsn aacrg oft at sasetont [set s yd deetto od bilyow 
astsero yonom Isnotstbbs oftdw .ebrow eilée aI .souborg 
Bsooruoeey elbt .asoivaise bas eboog 10% brigmed [snotitbbs 
waren .bnaned Isnotdérbbs etd yvletdsa ot boan ed aso 
atwesstg he cet yas od og wloaltl von at orotd | 


et 


pent ro 
> aioe 


Nethercut & Young A514 


Terente, Ontario 


34. This is entirely different from the situation 
of a fully employed economy, where financing a deficit 

by expanding credit would only result in the creation 

of an additional demand for goods and services which, in 
the absence of idle resources, could not be produced unti 
new resources became available. Thus, in this kind of 
Situation, more money just causes buyers to bid against 

One another for a virtually fixed supply of goods and 
services. Prices, under these circumstances, can only 

go up. 

3% The failure to distinguish between these two 
very different things leads to a false conception of the 
effects of "deficit financing" on the national economy. 

sou Those who reject the idea of expansionary 
public policies are the victims of what has been aptly ca led 
"inflation psychosis". These people continued to have an 
obsession about inflation long after the signs became 
clear that those inflationary pressures which a pain doer 
bank could help restrain had given way to inadequate growth 
and unemployment. 

yan For some strange reason, the myth still per- 
sists in North America that unbalanced budgets will give 
rise to inflation under any and all economic circumstance 
The fact that this has been disproved in practice so 

many times does not seem to have done much to dispel the myth 
For example, during the past four years overall price 
increases have been negligible in Canada, although during 
each of these years we incurred budget deficits. Indeed, 
between April 1, 1958 and April 1, 1959, the budget defici 


came to the substantial sum of $609 million. According 
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to those who believe. that "budget deficits always bring 
inflation", this country should have been swamped by 
inflation. Yet the wholesale price index rose during 

the same period by only 1.4 per cent, and the consumer 
price index rose only 0.16 per cent, which probably was 
due to factors other than the deficit. 

38. The situation was similar in the United State 
For é6xample, between June 30,1958 and June 30, 1959, the 
United States experienced a sizable deficit of $12.43 
Bilton, Again, according to the North American 
mythology, the U.S. should have been swimming in inflation. 
Instead, however, both consumer and wholesale prices rose 
by less than 1 per cent. 

39. These, incidentally, were the years when 

"inf lation psychosis" was especially rampant in piasnetet 
and business circles in both countries. The dire pre- 
dictions about runaway inflation led to the usual outcrie 
that we must have balanced budgets. Had government officials 
been foolis® enough to reduce meee expenditures 

to bring them into line with lagging revenues, the 
recession of 1958 would simply have worsened and lasted 
even longer. 

AO, The criticism which we have to offer with 
regard to the budget deficits of the lst five years is 
that they were a significant degree involuntary. They 
resulted, at least at the beginning, because the slow 
pace of economic activity yielded less revenues than 
were required to balance expenditures. What was needed, 
sagent at the beginning of the slow-down of our economy, 


was deficits systematically planned for the purpose of 
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expanding national income and bringing about full employment, 
We shall have more to say about this farther on. 
Al, In both Canada and the United States, there 
are still many influential elements who regard a balanced 
budget (or even a budget surplus to retire the public deb ) 
as an economic necessity even when the overall performanc 
of the economy is inadequate to sustain full employment 
and adequate growth. The Congress, in its annual sub- 
missions to the Government of Canada, the Senate Committe 
on Manpower and Employment and the Prime Minister's 
Conference on Unemployment, has repeatedly stated its 
opposition to such views. Indeed, we believe that the 
prevalence of these views has contributed significantly 
to the inadequate performance of our economy during the 
past few years. 
4o, It would seem that the Congress is not alone 
in challenging such views. American government officials}, 
including President Kennedy, are now reported to be 
interested in the different approach of European govern- 
ments to the use of national budgets to foster economic 
growth. U.S. News & World Report (June 11, 1962) in an 
article entitled “Kennedy Takes a Look at Europe's 
Budgets", states: 

" Two things about Western Europe appear 

at this time to hold a deep interest 

for President Kennedy. 

One of these things is Europe's con- 
tinued full employment and continued economic 


growth. The other thing is the state of the 
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"finances of the central governments of Europel." 


43, That European officials believe these two 
things to be closely related is borne out in a recent 
article in the New York Times (May 13, 1962, p. 24) which 
reports that the contrast between Western Europe in 
recent years, with its "remarkably successful economic 
performance" ee the United States, "with chronic 


unemployment and slow growth" has " 


prompted a profound 
examination on both sides of the Atlantic" by Government 
officials, economists and others. The writer reports 
that while few observers attribute the difference in 
economic performances to any one cause, the one cause which 
is receiving the heaviest stress in analyses “is the 
contrast between American and European financial policies 
government budget policy (spending and taxation) and 
monetary policy”. The writer states: 
"In the United States the financial actions 
of the Government, for varying reasons, have 
normally been designed to check demand -- 
mainly through budget decisions aimed at a 
surplus and frequent use of 'tight money'. 
Budget deficits have often occurred, 
despite original decisions aiming at a surplus, 
because tax receipts failed to come up to 
expectations as the economy lagged. But, 
according to most current analyses, this has 
not altered the restrictive effects of the 
original decisions. 


In Europe, Governments have almost never 
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"aimed at budget surpluses, by United States 
budget definitions. With demand already 
Strong and tending to perpetutate itself, 
budget policy has normally been approximately 
‘neutral', with most countries regularly 
running small deficits. When demand in the 
economy weakened, deficits were quickly 
increased on purpose, but this was seldom 
necessary”. 
(France had budget deficits throughout the 1950's, including 
1960; the United Kingdom had deficits in every year from 
1951 through 1961; in four of the last five years, 1957- 
1961 inclusive, West Germany has incurred deficits; 
Italy had deficits from 1950 to 1961, inclusive, with 
the exception of one year. Source: International 
Financial Statistics). 
Ad, An economist is quoted as saying: 
"The rule in Europe has been never to 
restrict demand by budget surpluses or tight 
money unless the economy reached the stage of 
being badly overheated, with a serious labour 
shortage and full-capacity operation by 
business. Even then, the restrictive 
policy has been maintained for as brief a 
period as possible. This is true of all 
countries. 
In the United States, partly because of 
a certain mythology about balanced budgets 
and partly for more plausible reasons, the 


rule has been to restrict demand, mainly by 
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"aiming at a budget surplus, each time the 
economy showed the slightest sign of rising, 
long before there was full employment or 
overheating. 

This fundamental difference has been at 
work Since the middle of the last decade. In 
my opinion and that of many others, it accounts 
for most of the difference in economic per- 


formance on the two sides." 


A Government official is reported as expressing 
"a common viewpoint": 

. Quite frankly, I fear you will continue 
to do rather badly in the United States 
until you become more modern in the matter 
of the Federal budget and its use as an 
economic weapon. We have all learned the 
lesson in Europe some years ago. You never 
hear anyone talking about the ‘national debt! 
farexample. We approve of deficits, and they 
don't have to be inflationary. 

If your Government had aimed at one or tw 
Sizable déficits at the right times over the 
past six years, instead of always trying to 
balance the budget and getting deficits by 
mistake, I will warrant you there wouldn't be 
half as many people out of work in West 
Virginia today. We have coal troubles, too, 
but we have no unemployment.” 


45, A businessman is quoted as follows: 
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1 Don't blame your troubles on automation. 


We have bean investing in new machines in 
Europe faster than you have. The difference 
here is that Governments have pursued a 
policy of expansion, which means that demand 
has risen so fast and production with it 
that few people have been put out of work by 
mechanization. Those that have were able 

to find other jobs almost at once. 

Demand is natural. .It has risen here 
without interruption because our Governments 
helped it to do so." 

The writer reports that: 
"Western European Governments have averted 
budget surpluses mainly by compensating for 
a rapid rise in tax revenues. The compen- 
sation has been a rapid rise in spending -- 
on schools, roads, agriculture, civil service 
pay and other things," 
46, We have reported these comments because to 
a large extent they also apply to Canada. We should like 
to quote also a Canadian observer, Dr. Robert M. MacIntosh, 
Supervisor of Investments of the Bank of Nova Scotia. 
Speaking to an Ontario Federation of Labour Study .Con- 
ference on Unemployment, on February 10, 1961, on "The 
Black and White of Deficit Finance", he said: 
". There is in this country and in the 
United States and in most Western countries 
a fear of Federal deficits which is deep- 


seated. It is to a very considerable extent 


sintn® ohio 
notdsmodus ao esldvord avoy emeld t'nod .." 
at aentNosm wen at antdeevat assed evs oW 
sonetettrh off  .evend voy asdd retgasl sqowwd 
s hovetuq ove atmemmrevoh tat at sued 
pbasmeb gets ansem Sotdw .notansqxe to yollog 
+t clotw nottouborg brs gest oe meats asd 
yd wow to tuo tuq need ove elgoeq wel gst 
sfdse oxew oven dedt eeodT .notsdssitanstoom 
,9on0 ts taomls edot, tefso balil,od 
ere meaty asd tI .tsetudsen af basmed 
ataemarsvoh two sausosd notiquirednt suoNsiw 
"\o@ ob od Jt bagied 
:tefdg edroqet setiauw oNT 
moe ave ednemnarevod mssgo tues atodeow" 
‘sot zgatdsensqmoo yd yintsm esaulorva degbud 
-caeqmoo sfT .,aeunsvet xsd ot ies blast 8s 
-- oatbneqa at oats hiqet s need as" notise 
yotvree: Fivito .erudiIvotaygs .ebsot .aloodoe no 
" gontds seflgo base ysd 
ot seusosd atnommoos sess pesdroger event oW ot 
sftf biuofe sW .sbened od ylaqs oels yest tnetxs eats! 5 
20d¢nTosM .M dxvedoH .xd .tevreedo asthbansd s oels stoup o¢ 
.pttoo2 svoll to xosd att to atnemtesval to roatvisequea 
~f7oD ebside yuodsl to noitsrebe% ofastnO as ot gntnseqe 
oft" go .£0CL .OL yrsuidet ano .tnemyolqmenU no sonstet 
:biee of ."somnsntt trotted to edinw ons dosla 
eft at bos yrdauoo aidt at ef oxo? =" 
poirinvoo misteasW taom at oas sotata bediauv 
-qseb at Sottw ettotieb Isiebe% to rset s 


tasdxe oldsrebtenoos yrev s ot at JI . betsss 


Nethercut & Young A.2} 


Terente, Ontarie 

"irrational, but it nevertheless exists. Now 
why does it exist? I think perhaps the first 
reason is that traditionally a Federal defici 
has been associated with the idea of a dead- 
weight debt, and most people who borrow, who 
create assets, who build factories or equip- 
ment or schools or roads or hospitals, are 
able to see the physical consequence of their 
borrowing. In the case of the Federal 
Government, this is true only to a lesser de- 
gree; most of the Federal debt arose, of 
course, out of .the war... .., .,.The assets 
which were on the other side cannot be 
measured or seen, although of course they are 
none the less valuable for that. In fact, 
to a degree, our national freedom is Everest 
on the other ey but svyon can't find at. tinea 
balance sheet. So for this reason people are 
generally inclined to regard a Federal defici 
as a bad thing, and undesirable. 

Now more specifically under conditions 
in the last few years in which to some extent 
we have pursued counter-cyclical fiscal polic 
large deficits have come (in the minds of a 
large part of the public) to mean either 
inflation or high interest rates or both. 
Why should high interest rates result from 
large deficits? They need not result of 
course, but... ,. what I want to emphasize 


is the extent to which they are associated 
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"in the general concept of Federal finance. 
If one increases the supply of bonds offered 
by the Federal Government substantially, 
unless there is some off-setting factor to 
increase the demand, then of course as in 
the case of any other commodity, where you 
increase the supply very greatly you will 
drive down the price, that is the price of 
bonds, and drive up interest rates; and by 
and large this is the process which we have 
been going through periodically ia recent years. 
Now the people who are responsible, as 
Iam, for large sums of money, which is 
primarily invested in bonds, and very 
frequently in government bonds, that is the 
insurance companies and the banks, the trust 
companies, individuals as well across the 
country, have come to fear that an ih Sette 
supply of bonds arising out of deficit financ 
would force interest rates higher. Therefore, 
in order to avoid the depressing effects 
which this would have upon their existing 
holdings, people hold back. They won't go 
far out into long term bonds; they are 
reluctant to do so, and the net effect is 
that it becomes increasingly difficult for 
the Minister of Finance to sell more bonds. 
The more he sells, the more this psychological 


reaction takes place. 
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i Now this need not occur. If monetary 


policy is conducted in such a way in conjunc- 
tion with fiscal policy, that is, with a 
Federal deficit which increases the money 
supply, then interest rates can be reduced 
during periods whensthe debt is rising. 
This, however, in recent years has raised a 
further psychological problem in the financia 
market, in that people have come to fear 
inflation. This fear is so widespread that 
it now extends far beyond the financial 
community to the thinking of the broad mass 
of the Canadian people or to very many of the 
at any rate. And since they fear that a 
Federal deficit will mean either high interes 
rates if the money supply is not increased, 
or inflation; and that inflation will 
eventually reduce the value of their assets, 
then both these reasons cause them to withdra 
their buying power from the bond market and 
Switch to a greater degree to other forms of 


asset, such as stocks and real estate. And, 


of course, this process has been Bfobfesome 
in recent years. 

Now, as I say, these fears are not wholly 
rational by any means. Nevertheless they 
exist, and they do have to be combatted. The 
moral of the story is that there is a need fo 
a positive approach to a fiscal deficit at 


times of unemployment, so that these psycho- 
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"logical fears can be reduced as much as 
possible. The irrationality of some of 
these fears can be readily shown in many ways}. 
The deficits of the provincial governments in 
fact in recent years Nave been very much more 
substantial than those of the Federal Govern- 
ment, and yet very few people are concerned 
to anything like the same degree about the 
financing of the provincial governments. 

Why is this so? I think one reason is that 
the physical assets of the provinces can 
be seen -- that is, the results can be seen. 
The other is purely an accounting device -- 
the fact that the provincial governments have 
two budgets, a current and a capital budget, 
which they separate. Their borrowings do 
not go into the current budget, and most of 
the provinces are able to show a surplus of 
a few million dollars a year in the current 
budget, when in fact they are borrowing one, 
two or three hundred millions a year. 

The Federal Government does not have a 
capital budget in the same sense as the 
provinces do, Everything goes into the one 
budget; everything is current. All the capital 
assets, even where we are building airports 
and so forth, agriculture experimental sta- 
tions and so forth -- these all go into the cl.cz 
current budget, so that a deficit of the 


Federal Government is a very different thing 
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"from one at the provincial level. 

It is an extraordinary fact that twenty- 
five or Gnaete years ago, it was generally 
believed that low interest rates were here 
to stay forever. In the early thirties, 
the British converted their debt through a 
war loan conversion at low interest rates 
of about 23% to 3%; our rates were fixed at 
around 3%, American rates at 23%, and people 
then belteved that not only were those rates 
justified at that time for that time, but 
rorever. Now of course, peonle tend to 
believe the very opposite; that high interest 
rates are appropriate not only under the 
conditions of full employment and pressing 
inflation, but always. And this is the sort 
of psychological atmosphere in which we live 
and in which people tend to come to belie 
that what is true now must always be the casel. 
Of course this isn't so. 

Now I'd like to turn to the white side' - 
the other side of the moon which isn't looked 
at so frequently -- the positive aspect of 
deficit finance. In the first place, it is 
perfectly clear that a large part of our 
deficit Méne,; and that in the United States 
as well, is intended; it arises out of what 
are called the automatic stabilizers. These 


are those parts of the Federal revenue and 
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"expenditure pattern which are built into the 
system. The income tax scale is a 
graduated tax of course, and whew people 

are out of work or fall into a lower level 
of income, their tax automatically declines; 
this is intended. On the cash budget, as 
unemployment rises, so do unemployment pay- 
ments; this also is intended. There are 
various other aspects of the Federal Budget 
‘which also automatically tend to increase 
expenditures as employment declines. So 

in many ways the deficit is perfectly 
intentional; it was built into the system 
from the beginning. Therefore, to fear it 
is to be inconsistent, since it was intended 
to produce those effects when necessary. We 
should not be apprehensive about it when it 
occurs. And yet, of course, there is. much 
apprehension. 

In the United States, Mr. Paul Samuelson, 
an economic advisor, has said recently that 
if the level of unemployment in the United 
States remains at less than 73%, seasonally 
adjusted, he felt that a deficit in the 
order of five to seven billion or higher 
would be necessary under the present economi 
conditions. However, Fe said if economic 
conditions 5 SEMIS to the point that the 
level of unemployment should exceed 73%, the 


more drastic measures with regard to deficit 
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"finance would have to be taken. And one 
could easily visualize under those circum- 
stances the American deficit running to ten, 
twelve, fifteen billions. Similarly in 
Canada, under present conditions, we appear 
to be running a relatively modest deficit 


in relation to the level of unemployment." 


AT, We do not, however, wish to leave the 
impression that we believe that this marked contrast 

in the attitude of Europeans and North Americans to the 
role of fiscal and monetary policies in the national 
economy is the only factor explaining the difference 

in the economic growth rates on the two sides of the 
Atlantic. But we believe that it may be a very important 
factor. 

48, We believe that there is a serious lack of 
understanding by the general public in Canada of the 
subject of public finance. This is often true even among 
otherwise well informed people. All too frequently a 
great deal of misunderstanding has been generated by 
editorial writers in the public press, who so often pro- 
pound their archaic views on the subject with great zeal, 
self-righteousness and dogmatism, All too often such 
views reflect the dismal fact that their authors are 
years behind the latest developments in economic thought. 
This is all the more distressing, because so much has 
been contributed to our understanding of public finance 
in the past thirty years. 


49, Of course, if government expenditures are too 
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severely concentrated in particular sectors of the economy, 
there may be significant price increases in those parti- 
cular sectors, and some smaller price increases elsewherel. 
This could happen no matter how such government expendi- 
tures were financed, whether by deficit financing or by 
taxation. But it can happen just the same with private 
expenditures. The private investment boom in 1955-1957 
caused the price of certain commodittes to rise substantially) 
50. To the extent that deficit financing merely 
raises the level of demand necessary to sustain full 
employment, it will be no more inflationary than if the 
same demand had been created by private spending. There 

is of course one school of thought which believes 

that it is not possible to have full employment .without 

a certain amount of price increase. They argue that the 
high degree of demand necessary to sustain full employ- 
ment will exert a relatively small but constant pressure 
on prices. Whether this argument is correct or now’, L6 
would apply equally whether adequate demand was brought 
about by government spending or by business spending. 

Si. Ig.is often contended that expansionary 

public policies will create balance of payments problems. 
Again the argument usually is based on the assumption 

that such policies will lead to higher prices and the 

loss of export markets with a resulting deficit on 

current account. The answer again, however, is that so 
long as expansionary public policies do not raise aggregate 
demand in excess of productive capacity, the chance of 
inflation is minimal. Those who argue otherwise are 


actually implying that full employment is not possible 
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without creating a balance of payments problem. 

peed Of course full employment policies would 
result in rising incomes. This in turn would probably 
lead to a rise in imports. But this would happen just 
the same if private investment or other non-government 
Spending caused an upward turn in the economy. We must 
admit, however, that this matter may have been seriously 
complicated by the recent pegging of our exchange rate. 
We shall have more to say about this later on. 

Pee There seems to be a strongly held view in 
both Canada and the United States that foreigners will 
lose confidence in our respective currencies if we | 
follow deficit policies. The quotations from European 
government ant Gueinecs people previously given would 
seem to cast doubt on this. Furthermore, it is hardly 
likely that European governments that have no hesitation 
in adopting deficit policies would be so arrogant as to 
pre-empt the privilege for themselves, or that European 
investors, who accept tranquilly their own governments '! 
Geficit budgeting would get panicky over ours! 

542 As is well known, there has been in recent 
years a loss of confidence in the U.S. dollar which 

has caused at times a significant outflow of U.S. gold. 
Ironically, the deficit in the U.S. balance of payments, 
which has been responsible for the "flight from the 

U.S. dollar” is. often attributed to U.S. budget deficits. 
If U.S. budget deficits had given rise to strong 
inflationary forces with the result that U.S. exports 
were "priced out of foreign markets", as is so often 


claimed, then this theory would make sense. But far 
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1| from being the case, U.S. exports have stood up, and 

2 continue to stand up, exceedingly well in the world's 

3 markets. Last year U.S. exports of goods exceeded 

4] imports by over $5 billion. The fact that the U.S. 

5 still ends up with an overall deficit in her balance 

6 of payments is due, of course, to the fact that American 
7 corporations invest large sums abroad, and that the U.S. 
8| Government has large military and foreign aid commitments 
9| around the world. 

10 Bs In an interview, Dr. Paul A. Samuelson of 

11| M.I.T., widely considered to be one of the foremost 


12 American economists, was asked: 


13 | " Would a larger budget deficit cause a 
14 loss of confidence in the soundness of the 
15 dollar, leading to trouble on that score?" 


16 His answer was as follows: 


17 q THe simple facts do not permit us to 

18 know how important this would be. I think 
19 that Europe will probably be just as worried 
20 if we languish into another recession or 

21 into very slow growth as they would be by 

22 a deficit, particularly if the deficit is 

23 under control and doesn't just come about 

24 because spending has gone haywire. 

25 We've had a most dramatic illustration 
26 that the Tempcawcineets markets are very 

27 sensitive to ours. The fact that the Zurich 
28 market could break more drastically than 

29 ours in the recent stock-market crisis shows 


30 me that Europeans have a stake in American 
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"expansion which far outweighs the nervousness 
of some of the more elderly Swiss bankers 
about our budget deficit" (U.S. News & World 


Report, June 18, 1962, p. 72). 


56. This would seem to be confirmed by the curren 

annual report of the Bank for International Settlements, 

a highly reputable and conservative institution, which 

advises the United States to; tertl> 15 
"  ,.tackle its key economic problems by 
increasing the budget deficit to restore full 
employment while raising interest rates to 
curb the flow of funds overseas. (The 
reference to raising interest rates pre- 
sumably means short-term rates, which U.S. 
authorities were reported to be preventing 
from falling in order to restrain the 
outflow of investment funds, while at the sam 
time exerting a downward influence on long- 
term rates to encourage internal growth.) 
The report said that much of the time since 
1956 the United States has found itself with 
unused labour and capital resources, partly 
because a decision could not be made on the 
appropriate fiscal action to induce resources 
to be taken up for their public services or 
private wants." 

(Unfortunately, we had not received a copy of this at the 

time of preparation of this Submission, and so we have ha 


to rely on a press report which appeared on the front 
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page of the Globe and Mail's "Report on Business", 

June 8, 1962.) 

oh ie If this report is correct, it would seem 
that the Bank for International Settlements, whose 
primary function is to promote "sound international 
monetary relationships", and whose Board of Directors 

is made up of Europe's most important central bankers, 
regards a full employment economy brought about by an 
unbalanced budget as likely to produce greater inter- 
national confidence in U.S. currency than the alternative 
course of maintaining a balanced budget at the cost of 
serious unemployment. Since the U.S. dollar is one of 
the world's two reserve currencies, such a judgment 
could not have been arrived at lightly. 

58. Another objection which is often raised to 
deficit financing is that it increases the national 
debt, and this is regarded by many as always bad. 
Unfortunately, there seems to be a great deal of mis- 
understanding by the general public on this matter. 

The tendency to regard an increase in the national debt 
in the same way as an increase in one's personal debt 

is only too prevalent. Some politicians and others who 
should know better have deliberately encouraged this 
thinking. Very seldom does any article or éditorial 

in the press attempt to enlighten the public on this 
matter. The self-liquidating nature of budget deficits 
is not widely understood. There is little understanding 
of the fact that as public debt is increased for the 
purpose of expanding national income, increased tax 


revenues can be applied to the liquidation of the debt. 
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Again, how often is the public debt judged by its 
f absolute size rather than as a ratio to national income. 
: The fact that our public debt is relatively smaller 
‘ today than ten years ago is seldom appreciated: our 
: debt is a little higher, but we are much richer, much 
: better able to carry it. The public's serious lack of 
7 


knowledge in such matters makes it exceedingly difficult 
for governments to use the national budget for promoting 
full employment policies. We hope that your report 


will have a salutary effect in this respect. 


More Reliance on Selective Controls Needed 
59. In any discussion of monetary policy, it 
is tnevitably pointed out that the capital market is 
imperfect, and that hence a central bank policy either 
of restraint or of expansion will have an uneven effect 
on the various sectors of the capital market. This is 
no mere academic point. The past six years alone pro- 
vide ample evidence of its importance. It is therefore 
all the more surprising that so little progrss has 
been made in Canada to change this situation. Except 
in periods of emergency, there is almost sole reliance 
on general monetary controls to régulate credit. However 
this has had certain undesirable effects in pS igeitie aaa 
60. Those who favour using only general controls 
argue that these are impersonal and non-discriminatory. 
That they are impersonal cannot be denied. That they 
are non-discriminatory is, however, highly questionable. 
The uneven effects which general monetary restraints 


have on the various sectors of the economy contradict 
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this view. 

61. A tight money policy, the result of the 
central bank's open market operations in reducing the 
banks' cash reserves, is undoubtedly necessary when 

there is excessive general demand throughout the economy. 
A good example of this was the early post-war period, 
when it was perfectly apparent that demand was excessive 
and widespread. Given this kind of situation, there may 
be need to restrain spending in all sectors of the economy. 
This is the kind of inflation which the central bank 

is at its best in checking. Other considerations, however, 
and in particular the fear of a recession setting in 
shortly after thevena of the war, led the Bank of Canada 
to pursue an easy money policy. This policy thus 
actually encouraged, rather than restrained, demand 
inflationary forces, It would be unfair to single 

out the Bank of Canada for blame, because most informed 
observers at the time were convinced that anti-recession, 
instead of anti-inflation, measures were required. But 
then they could not be expected to foresee the outbreak 
of the Korean War and the build-up of large defence 
programmes. 

62. But what is really puzzling is the fact that 
the Bank of Canada has adopted restrictive policies when 
it was apparent that such policies were being applied 

at the wrong time. For example, it applied a tight mone 
policy to curb certain inflationary pressures in the 
period 1955-1957. But the inflationary pressures at that 
time did not result from excessive general demand. The 


inflation of those years was most certainly not a con- 
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sumers!' inflation, that is to say, with effective consume 
demand in excess of productive capacity. It was, instead 
an investment inflation, brought on by excessive private 
capital spending. The central bank, however, is scarcely 
able to deal directly with corporate investments. This 
is because corporations draw largely on sources of 
capital which are virtually outside the central bank's 
eontrol. These sources are internally generated savings 
(depreciation allowances and undistributed profits) and, 
to a lesser extent, the capital market. 

63. According to a study made by the Bank of 

Nova Scotia (Monthly Review, September, 1956 -- "“Financin 
a Decade of Corporate Investment"), in the ten year 
period, 1946-1955, total corporate investment in fixed 
capital goods and in inventories was $24 billion. 
Three-fourths of this sum, or $18 billion, resulted 

from internally generated savings. Depreciation 
allowances alone accounted for about 46 per cent of total 
capital funds. Only fiscal measures can deal with the 
principal source of private capital funds, internally 
generated savings’. 

64. While it is true that the central bank affect 
the capital market by its ability to influence interest 
rates, it is doubtful that an increase in interest rates 
has much effect in deterring corporations from raising 
capital during a boom. Interest rates are, for them, 
usually a negligible part of production costs. An 
increase in interest rates on corporate borrowing may 

be more than offset by the relatively easy profits to 


be made as prices go up during a boom. Furthermore, 
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interest payments are deductible for tax purposes. 

65. It is true that the central bank, by reducin 
the money supply, and hence consumption, can produce 

some indirect effect in curbing investment inflation. 

But its action is relatively ineffective, because reduced 
consumption usually takes too long in affecting the 
investment intentions of corporations. By the time 

the effect is felt, the damage is likely to have been 
GONE . 

66. While it is questionable, therefore, whether 
a tight money policy has any appreciable effect in 
restraining inflationary pressures caused by excessive 
corporate spending, it can Nave a significant effect 

on other economic groups who may not Nave any responsibility 
for generating inflationary pressures. An increase in 
long-term interest rates has a major effect on provincial 
and municipal governments, and other public bodies 

which raise loans in the capital market, Unlike 
corporations, they are not engaged in profit-making 
enterprises and thus cannot offset higher interest rates 
with higher profits. Furthermore, they are not endowed 
with the privileges of corporations that can offer a 
variety of capital instruments, such as common or 
preferred stocks, convertible debentures, commercial 
paper, and so on, which gives them a considerable 
advantage in competing for capital funds. 

OF. Public bodies are much more seriously affected 
by a tight money policy than private corporations. 

Nf ea it was tte private corporations which were 
vemieay responsible for the investment inflation of 1955- 
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Another economic group who suffered during 


that tight money period were smaller businesses, who 
must invariably finance most of their needs through 
bank credit. Financial requirements of smaller 
businesses generally are not large enough to justify 
their raising loans in the capital market. When the 
central bank restricts bank credit, smaller businesses 
are among the first to be hurt. 

69. Rising interest rates seriously discriminate 
against prospective home-builders. Even a comparatively 
small increase in the mortgage rate can be a sig- 
nificant addition to the total cost of building a home. 
The’ deterrent effect which this has on house-building 
will of course have repercussions elsewhere in the 
economy. 

TQs It would seem, then, that monetary policy 
intended to curb inflation caused by excessive private 
capital expenditures, especially by large corporations, 
makes no sense if its main effect is to curb economic 
activities not responsible for causing inflation, while 
leaving the rate of private capital expenditures 
comparatively untouched. Such policy slows down growth 
in economic sectors which need it, and leaves relatively 
unaffected those which should be retarded. The net 
result can only be unemployment and unbalanced economic 
development. 

7h. The answer to dealing with specific 
inflationary pressures is surely to use selective and 
avs general monetary controls. If excessive private 


capital expenditures are generating inflationary pres- 
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sures, then we should find ways and means of regulating 
these particular expenditures. We should also be 
careful in our choice of ways and means so as not 

to impair the long run economic incentives of the 
corporations themselves. 

Fes What selective controls could be applied 
to restrain or prevent an investment inflation of 

the kind that took place in the period, 1955-1957? 
Since depreciation allowances are the principal 

Single source of investment capital, they must be 
Subject to public regulation if capital spending 

is to be effectively controlled. 

736 One method which may have distinct 
possibilities is a variable depreciation rate. The 
rate of depreciation that is deductible from corporate 
taxable income would be subject to change in accordance 
with economic conditions. For example, when an 
unhealthy boom threatened, the rate of depreciation 
allowances for tax purposes could be reduced accordingly. 
On the other hand, when economic activity showed signs 
of slowing down, the depreciation rate could be 
increased to provide the necessary incentive to invest. 
Inereases and decreases in the depreciation rate would 
over the long run tend to balance each other, so 

that corporations should neither lose nor profit 

from the use of a variable depreciation rate. 

TA. Another selective control which could 
help prevent investment inflation is the licensing of 
the sale of large capital issues. In other words, 


approval would’have to be granted before capital issues 
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exceeding a set value could be sold in the market. 
Public regulation of capital issues, carried out 
through the Capital Issues Committee, has long been > 
in effect in the United Kingdom. 

fee Control over capital issues in this country 
might, of course, raise constitutional problems, 

Since the Courts might hold that this matter falls 
under section 92, head 13 of the British North America 
Act, 1867, "property and civil rights in the province". 
Conceivably, the judges might be persuaded that such 
control is, under modern conditions, ancillary to 
control over "banks and banking", and therefore a 
legitimate exercise of the exclusive authority of 
Parliament over that subject. On the other hand, 

they might not be so persuaded. This would necessitate 
a constitutional amendment. We hope that, if you 
become convinced that control over capital issues is 
necessary, the admitted difficulties of amending the 
Constitution will not deter you from recommending such 
control. 

Toe The ability to regulate capital issues and 
to exercise some control over depreciation allowances 
would enable our public authorities to gain considerable 
regulatory power over the main sources of corporate 
investment funds. 

ies It is very doubtful that general credit 
restraint should be applied simply because of moderate 
increases in the price indexes. Part of such increases 
are not genuine price increases, since our price indexes 


do not make adequate allowande for improvements in the 
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quality of our goods and services. To the extent that 
they do not, they have an upward price bias. While the 
degree of bias is of course not known, nevertheless, it 

is almost certain that it would constitute a fairly sig- 
nificant proportion of any moderate increase in the 
indexes, 

The Price increases may be caused by other factors 
which have nothing to do with excess demand. They may 

be a senate tos Ieee in a position to'administer'" 
prices, in which cases prices would be set without 
reference to market supply and demand forces. They 

may be raised through the collusion of companies, as 
investigations carried out under the Combines Investigatio 
Act have proved. Recently certain concerns raised 

prices to take advantage of the devaluation of the dollar. 
We know that such factors as these can, and do, keep 
prices up, or rising, when effective demand is not 
exerting excessive pressure on supply. 

T9. This leads us to this conclusion: unless it is 
clearly discerned that price increases result from 
excessive demand on the nation's productive capacity, 
general credit restraint should not be imposed. To do so 
would only curb aggregate demand and bring on unemployment 
without checking price increases caused by factors 


other than excess demand. 


Influence of Central Bank on Interest Rates 
80. We find it difficult to understand the Bank 
of Canada's policy on interest rates since 1956, at 
any rate until very recently. This policy has been 


passive, as clearly indicated in the Bank's 1956 Annual 
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Report. 
‘ The central bank, like other institu- 
tions operating in the capital market, buys 
and sells Government securities and bids 
for treasury bills at the weekly tender. 
These and other day-to-day operations of the 
Bank, including its lending to banks and 
money market dealers, have an influence 
on the level of interest rates, generally in 
the direction of resisting rather than inducing 
or_ adding to movements of interest rates. 
(underscoring ours). In other words the 
Bank will normally be buying government securities 
on a declining market and selling on a rising 
market. 

In its day-to-day operations the Bank 
generally offers some resistance to changes 
in interest rates (in either direction) in 
the interests of maintaining orderly condi- 
tions in financial markets. However the 
Bank has always made it quite clear that 
the establishment or maintenance of any 
particular level of interest rates is not 


an objective of central bank policy" (pp. 48-49). 


oe This last statement is incorrect, because the 
Bank of Canada followed a deliberate policy in the early 
post-war period of supporting Government of Canada bond 
prices for the purpose of fostering low interest rates. 


oa. It would seem to us that a central bank which 
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does not accept the responsibility of giving some 
positive guidance and influence as to what the level 

of interest rates should be, is failing to fulfil one 

of its primary functions, the regulation of the cost of 
money in accordance with economic requirements. It is 
true. that the effect of the central bank's operations 

in making changes in the money supply will be to exert 
some influence on interest rates. But a conscious policy 
to influence interest rates in accordance with economic 
requirements is surely needed in any modern economy. 

oo. It seems to us that there are good grounds for 
going even further, by suggesting that the Bank of 
Canada should consider adopting a regular policy of 
maintaining low long-term interest rates. The expansion 
of urban communities will require greater and greater 
sales of debentures and bonds by municipal and 
provincial governments. Public facilities and services 
of a wide range are expected to claim an increasingly 
larger proportion of national production. Better 
housing is required by a large part of the public. It 
is therefore in the general interest that these things 
be financed as cheaply as possible through low interest 
rates. High interest rates will only retard, or at 
least make very expensive, the meeting of these important 
public needs. 

84, The Bank of Canada can maintain low interest 
rates by its support of Government bond prices, as it 
succeeded in doing in the earlier post-war period 
already referred to. Some will object that this would 


be inflationary, because of the effect on the banks! 
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cash reserves. But it would not, provided that the Bank 
of Canada used the power which was granted to it in 1954 
of changing the cash reserve requirements of the chartere 
banks if necessary. It could neutralize the effect on 
reserves by raising the cash reserve requirements of the 
banks, 
35... The power to vary the banks' reserve require- 
ments, which the Bank of Canada has never used, is 
important, then, in enabling the central bank to under- 
take appropriate action with respect to the bond market 
without necessarily increasing the money supply. There 
need be no conflict, therefore, between maintaining 
stable bond prices at low yields and, if necessary, at 
the same time preventing an unwise increase in cash re- 
serves. Moreover, with an expanding economy, the need 
for a gradually expanding money supply would probably 
require the infrequent use of this device. 

The present statutory provision allows the 
Bank of Canada to vary the banks' cash reserve require- 
ments between 3 and 12 per cent of deposit liabilities, 
and within this range, the Bank is permitted to change 
the reserve requirement by 1 per cent at a time, after 
giving a month's notice. In order to provide the Bank 
of Canada with greater leverage, there would seem to be 
a good case for abolishing the legal limit of 12 per cent 
The gradual change in reserve requirements, carried 
out at infrequent intervals and only after adequate 
notice had been given, would prevent any disruption 
of chartered bank activities. 


86. We believe that a fixed Bank Rate would provide 
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another useful supplement to open market operations by 
indicating the kind of monetary policy which the Bank 
believed appropriate at any given time. While it is true 
that the infrequent borrowings by the chartered banks 
from the Bank of Canada make a fixed Bank Rate a less 
effective tool of monetary policy in this country than, 
for example, in the United Kingdom, nevertheless, it 
could serve a useful purpose here. The Bank of Canada 
could use it, to signal the kind of monetary policy it 
intended to implement. In this way, there would be a 
clear indication right at the outset of any intended 
change in monetary policy. The reaction to a change 
in Bank Rate, reinforced by appropriate open market 
operations, would speed up the implementation of any 
change in monetary policy. The method of allowing the 
ae rate to be set one quarter of 1 per cent above 
the average weekly Treasury bill yield makes the Bank 
Rate meaningless as an indication of the Bank's 


monetary policy. 


Control of Financial Intermediaries 
D7 . We suspect that a major weakness in our 
financial system is the fact that financial intermediaries, 
or "near banks", are not subject to any kind of monetary 
control. They include such institutions as instalment 
finance companies, personal loan companies, trust and 
loan companies, and others. They appear to be exerting 
an increasingly strong influence on the economy, and they 
constitute a formidable rival of the banks in monetary 


importance, Many students of monetary economics have 
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become increasingly aware of the fact that unless a 
measure of control over these institutions is co-ordinate 
with control over the banking system, monetary policy 
will become increasingly less effective. 

88% Those who oppose bringing these institutions 
under monetary control argue that, unlike the banking 
system, they do not create credit. Hence, it is 

alleged, they do not influence the volume of the 

money supply, but serve as a medium between those who 
have savings to lend or deposit and those who desire 

to borrow. This is of course true. But this argunent 
overlooks a very important fact. While financial 
intermediaries do not affect the volume of money, they 
probably have a significant influence on the velocity 

of money, and hence on prices and output. It seems 

to us, therefore, to make little sense that when the 
central banks is restraining bank credit, these 
institutions are not restrained from carrying on normal 
activities. Furthermore, there is nothing to prevent 
those holding money in current accounts in banks 

from switching into so called "near-money substitutes" 

of certain intermediaries to take advantage of rising 
interest rates during a tight money period. The 

highly liquid assets of some of these institutions make 
attractive investments, because they can be quickly 
converted back to cash. 

89. What actual effect all this has on the velocity 
of money we are of course not in a position to know. But 
it is almost certain that as these institutions expand, 


traditional monetary policy as implemented by the central 
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bank will become increasingly less effective. If this 
should prove to be the case, we would be particularly 
concerned lest the central bank, in order to make its 
tight money policy more effective against possible 
future inflationary pressures, should apply increasingly 
greater restraint on bank credit. We cannot help but 
feel that this has already happened on previous 
occasions when the Bank felt it necessary to apply a 
tight money policy. Had it had some way of restraining 
the activities of the non-banking financial institutions 
in the past, might it not have adopted a less stringent 
policy towards monetary expansion? 

90. We are very much concerned about this whole matter 
because we believe that it can have an important bearing 
on employment. We believe that central banking operation 
have at times in the past been used to curb inflationary 
pressures over which the Bank did not have direct 
influence. This only contributes to unnecessary 
retardation of growth and to unemployment in sectors 

of the economy not responsible for generating inflation. 
That is why we have argued that more emphasis should be 
placed on selective rather than general controls. 
Bringing the non-banking financial intermediaries under 
central bank control would be a further step in this 
direction. 

91. The former Governor of the Bank of Canada, Mr. 
James Coyne, in his Annual Report for 1956, pointed out 
the difficulty of carrying out an effective monetary 
policy with instalment finance companies operating 


entirely outside public regulation: 
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: The existence of what amounts to a rival 


banking system, competing for deposits and short- 
term funds in order to make short-term loans 
to finance consumption (and to an increasing 
extent the instalment finance companies also 
make loans to industrial contracting, trans- 
portation, merchandising and other businesses) 
without supervision or regulation, and out of 
step with the trend of credit policy in the 
regular banking system, can be a definite 
handiczp to monetary policy during a boom, and 
will also have de-stabilizing effects during 
any recession of activity that may ensue" 
(p.27). 
a2 It would seem to us that the Bank of Canada 
should be empowered to regulate the activities of 
financial intermediaries. How this should be done is 
something that would require careful study. Perhaps 
- one method for facilitating such control would be to 
require them to adopt reserve ratios which the Bank of 
Canada could vary as monetary conditions required. 
For example, if conditions required a certain restraint 
on the activities of these intermediaries, the Bank 
of Canada could raise the reserve requirement; if, on 
the other hand, easier credit conditions were required, 
the reserve requirement could be lowered. The raising 
of the reserve requirements would reduce velocity, while 
the lowering of reserve requirements would raise velocity 
Although this is a matter of great complexity, its 


importance is such, we feel, as to warrant most careful 


dunt colton’ 
fevix s of sehen taal to sonotetxs ont s lied 
of2 bas atieoqesebh tot satteqmoo .meteve antnasd | 
eansol muist-drode evsm ot sebt0 of abst muod 
gitesoiodt ms o¢ bas) sottqmuanoo sonenit o¢ 
oefs eotasaqmoo sonsatt tnemistani srlt tregxs 
~ene st ,satseartnos Istrgeubat ot ensol saiem 
(goeeentaud redto bas xaitatbasdotsem .saottstroq 
to tuo bos .noftsiuaet to dnoletvyrsque tuocdd fw 
eid at yotilog tibeto te breit edt diiw gete 
etiatteb 6 ed nso .meteve anidasd rsivepet 
os .mood 6 aniavwb yotfoq yustenom o¢ gqsoltbasd 
ontuyb aetostts antsiitdstde-sb svsa oals Iitw 
"oueno vem ¢edd ytividtos to sofeesoen ins 
‘CPSeq) 
sbses0 to sasd@ oft tsdd ev od moose bivyow cL 230 
to esttivitos ent stsiveer od berewoama sd biwore 
et enaob ed bluode eftAt wok. .astrysibemretat Ietonsnatt 


aqsnived “hute Iuterso sexyfupey bluow Jsds satAdemos 


ot sd biuow fLoxdaoo dove satistiifost tot bodtem sono . 


to Nasd@ ent dofdw eofts i evisae1 tgobs oF med? exrtypes © 


-beiiupey enoitibnaoos vissenom es yrsv bivoo sbsmsd 
tafisytasy aftstyes s bertupes enotitbaos th .,siqmaxes tof 


Nas oly .estrstbomsastnt sesdd to aektditvidgos edd so 


fo .tt :dnemettuper evisee 1 eft sets biluoo sbsnsd-'to 


.bettupsy stew anolitbaes ttbsto astess .basd sedso. odd 
aitetes oft betewol ed bilyuoo tnemerttypsy eviseesy sat 
ofidw .ystoolsv sovbes bilyow atnoemertyper svysasy sd. to 
Sioofev safest blyow etnomertups: svresast to sntrewol odd 


att ,.ytixelamoo tse xy to rstdsem s ek etdd dayoris la 


Iuteiso taom tnsitsw ot es .f[set ow ,dowe et sonstuogmt | 


Nethercut &é Young A. 48 


Terente, Ontario 


- study. 
93. Here, again, there may be a constitutional 
problem. The Courts might hold that some or all of the 
"financial intermediaries", except, of course, as to 
the interest they charged, and perhaps some other aspects 
of their affairs, came under "property and civil rights 
in the province". If so, it would, again, be necessary 
to amend the Constitution to vest control of such 
bodies in the Parliament of Canada. We reiterate our hop 
that, if you decide that control of the financial 
intermediaries is necessary, you will not hesitate to 
recommend such control and whatever constitutional 
amendment may be required. 
94, Recent changes in exchange rate policy have 
particular significance for monetary policy. Indeed, 
the new policy of fixing the exchange rate will almost 
certainly have an important: pearing on the kind of 
monetary policy the Bank of Canada can adopt. We are 
especially apprehensive that a fixed rate will make 
it difficult for Canada to pursue expansionary monetary 
and fiscal policies which are necessary to achieve 
full employment and suitable economic growth rates. 
95. A free exchange rate, that is to say, a rate 
of exchange determined by the supply and demand for 
foreign exchange, is preferable for Canada with its 
comparatively large external transactions. Under such 
circumstances, a free rate is helpful in adjusting our 
balance of international payments to meet our domestic 


needs. However, with a fixed exchange rate, domestic 
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policies may well have to be adjusted to meet balance 

of payments requirements. This means that policies 
which may actually promote unemployment and low growth 
rates may be adopted because they are considered 
essential to the requirements of our balance of paynents. 
96. Indeed, the present balance of payments 

problem underlines the need for a free exchange rate for 
Canada. We believe that with a free rate, together with 
positive policies to stimulate exports of goods and 
services, our present external'difficulties could be 
greatly reduced and there would be no need to employ 
either external or internal policies of a restrictive 
type. 

i le The Congress reluctantly recognizes the need 
for the present emergency import restrictions, but 

they are essentially negative and should be regarded 

as temporary. We believe that it would be most unwise 
to think of these restrictions as a long-term abaveiow: 
It is here where we part company with those who believe 
that Canada's external deficits can best be cured by 

a regular policy of restricting imports into this country 
98. We believe that any attempt to make the present 
emergency surcharges on imports permanent, or to 
implement any other long-term import restrictions, would 
only result in harmful price increases in our economy. 
Further devaluation of our dollar would do the same. 
Increased costs might have a serious effect on our 
ability to export, and we should thus be no nearer, 

po pein even farther off from, solving our balance of 


payments problem. 
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Furthermore, such restrictive measures are out 
of step with today's need for substantial liberalization 
of world trade. They are out of step with the virtually 
revolutionary tariff changes which the Kennedy 
administration is attempting to bring about between 
North America and Western Europe. The inescapable fact 
is that the traditional method of using severe restrictiv 
external measures to cure a balance of payments problem 
is no longer tenable in a world which is seeking to 
expand trade. Any important trading nation which adopts 
such a cure will affect somebody else's balance of pay- 
ments. For example, while the U.S. appreciates why 
Canada has recently imposed surcharges on a wide range 
of imports, she is nevertheless concerned that such 
restrictions must inevitably aggravate her own balance 
of payments problem. It is therefore imperative that 
nations seek more positive means in dealing with external 
deficits. 

100, Many Canadians have been led to believe that 
deficits in our transactions with the outside world 

are chiefly, if not wholly, the result of a serious 
imbalance in merchandise trade. Perhaps this is 

because figures on our current account transactions with 
the rest of the world are sometimes reported loosely 

in the press. Such misunderstanding on the part of the 
public is undoubtedly the reason why so many over- 
dimplify the problem, and why it leads them to urge, 
among other things, restrictions on merchandise imports 
to bring them into line with exports. 


TOL Beyond question, however, Canada cannot continu 
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indefinitely to incur large annual deficits on current 
account, certainly not without offsetting net capital in- 
flows. Nor can we borrow indefinitely from the IMF 

and other international financial institutions to 
replenish our exchange reserves. Without some positive 
programme over the long-run, this country could be 

faced with frequent serious financial crises. 

£02 It would appear that somehow we are going 

to have to increase our exports of goods in order to 
compensate for certain recurring deficits on "invisibles" 
such as the deficit on dividend and interest payments. 
(Last year the deficit on the latter was 57.1 per cent 
of the total deficit. Preliminary figures, D.B.S.) 

103. For years the United States has exported 
substantially more goods than she has imported, which 
has helped to offset deficits in non-merchandise 
transactions. (Even with large favourable balances 

of trade, deficits on “invisibles" continue to leave 

her with significant overall deficits). It would appear 
that Canada is going to have to do the same if she is 

to offset her large deficits on "invisibles". We 
suggest, therefore, that careful consideration be given 
to adopting the most effective possible measures to 
boost merchandise exports. For example, export sub- 
Sidies might be one such measure. A further improvement 
in export credit facilities might be another. Tax 
incentives to firms which exceed certain export quotas 
might still be another. 


TO Some may object that some of these measures 
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will not meet with the approval of nations competing 
with us in international trade. Be that as it may, other 
countries, especially those favoured with surpluses in 
their external accounts can have little Justification 

for opposing essentially positive measures by deficit 
countries. Such measures are Surely preferable to 

the adoption of higher tariffs or other import 
restrictions, with their contracting effect on trade. 
15. There may also have to be important changes 

in the structure of some of our secondary industries, 

In some cases there are too many firms Operating ina 
Comparatively small Canadian market, which only results 
in unnecessary inefficiencies. The time may be at hand 
when a certain streamlining of our industries may be 
essential, if not indispensable, to enable us to better 
compete with larger foreign industrial units. 

106. We believe that there is a go00d deal of room 
for improvement in the Canadian tourist industry. While 
Canada is not endowed with a Palm Beach or a Riviera, 

She is far from being devoid of attractive natural tourist 
Spots. What is needed is a major programme by the Federal 
and Provincial Governments to give all possible assistance 
in developing our natural sites and in disseminating 
information to attract foreign tourists to Canada, as 
well as encouraging Canadian tourists to do more of their 
travelling inside Canada. 
LOZ. However, while we believe that measures such ag 
these are needed to increase our exports of goods and 
services, we are still doubtful that Canada can avoid 


Serious balance of payments problems in the future with a 
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fixed exchange rate. We realize of course that members 
of the International Monetary Fund are obligated under th 
Fund's agreement to fix their exchange rates. It is our 
view, therefore, that Canada should seek either outright 
repeal of this provision to enable countries like ours 
to adopt a free exchange rate with its "self-correcting" 
mechanism, or, at the very least, an amendment allowing 
exchange rates to fluctuate within appreciably wider 
limits. Otherwise, we are apprehensive that fiscal 

and monetary policies in Canada may have to be used 

in the first instance to support the country's exchange 
rate rather than serve primarily the goals of greater 
employment and output. Should this prove to be the 
case, the Canadian economy may well enter a long period 
of stagnation, with unprecedented post-war rates of 
unemployment. 

108. The best exchange rate policy for Canada, 

we submit, is to get back to the floating rate. The 
next best is to get the International Monetary Fund 
rules changed’ to allow the fixed rate more flexibility. 
If this country can neither get back to a floating 

rate, nor get a more flexible fixed rate, then, we 
submit, it will have to press, and press hard, for new 
international monetary arrangements which will provide 
for a far greater degree of international liquidity than 
now exists. For countries which have a fixed exchange 
rate, this is a problem which is becoming increasingly 
important, and which will have to be attended to before 
long. We are referring to the increasing difficulties 


besetting the international monetary system. The supply 


ae® siewe 
ersdmem t¢éadd seruoo to esstiset sW .sts% samsnoxs bextt 
t vebay bodsstido ets bay ywrsderoM fsnotdensetal orld to 
mo ef 3I .aecst oxemenoxs thedd xtt ot tremesvss a boavit 
Idotiduo teddies Neen bluonde sbacsD dant ,erdtetert .welv 
arvo entfl estatauoo sldsas ot nofatvorq efds To feoqey 
‘on HHoovioo-tlee" edt dtiw edex sagnsdoxs sett s dqobs od 
untiwolis toaembraoms ms mesa yviov sdy gs .%0 ie taeclo on 
yebtw vidstosraqaqs nidtdiw sdaeutdoolt oF esds dicentoxs 
fsoatt gadt evianedssqqs sys sw .getwreditO .adimil 
beau ed ot over vem sbeasd at eetoifoq ywratenom bas 
exasdoxe e'yrtasoo odd troaque ot sonstant terrt sat at 
retse1 to alsog edd vitssming svree asad teris 1 sist 
edt od ot svorg efind bivoha .tvuatvo bis tromyolqme 
botseq saol s istda [flow vsm Ymonoos netbeans) ont 8889. 
to eetsy isw-deog betdnebsssidas Adiw .nottsnxyste to 

| tremvolameny 


.sbans0 sot yotlog sts x ezrsroxe seed ont .80L 


eft .stdser anttsolt sid ot wosd dos o¢ at .cimdve sw 


end vrstenoM Lenoftisnresinl sdt tem oF at taed Ixor 
-“Vtilidixelt srom ster bextt sad wolls ot bermsno esius 
sottvsolt s ot sosd goex vertisd aso yitnwoo etdy IT 

ow .fend .,stse s bextt sidtxellY stom s ten ton .stst 

wen tot .6ysd sesrq bas .gee1g ot even Iftw vr .tinduve 
sbivorg EEtw fliofdw ednmemegnsits yisisnom Isonotisntesat 
tsi? yStbiupti Isnotisnzrsiat to ee rseb tetsery rst 8B TOT 
egnsdoxs boxtt 8s sved dotdw estrtnvoo tof .aetetxe won 
visntassront gntmooed eat dotdw mefdorg & af atds ,stsr 
sioted ot bebnastts ed ot aved [ftw dotdw bas ,tnsd¢rogmt 


esitivuolttib antassront edt ot axtareter sis sW anol 


viqque od .medaye yistonom Lsnotdsatetnt eft aatddezed | 


Nethercut & Young A e 54 


Terente, Ontario 


of international monetary reserves has not been keeping 
pace with the growing credit requirements of internationa 
trade and investment. This has been well documented by 
a number of international monetary authorities, and in 
particular by Professor Robert Triffin of Yale University), 
internationally recognized as a foremost expert on 
international monetary questions. Triffin points out tha 
"...gold has long ceased to provide an 
adequate supply of international liquidity 
for an expanding world economy. More than 
half of the world's liquidity requirements 
have been derived in recent years from the 
enormous growth of foreign exchange reserves, 
and particularly of dollar balances, along- 
side of gold itself. The implications of 
this trend for the future stability of the 
world monetary system are, however, 
extremely disquieting." (Gold and the Dollar 
Crisis, Robert Triffin, Yale University 
Press: ‘1961,° p.°54)% 
109. The system whereby nations have been holding 
a considerable proportion of their international 
reserves in the form of foreign exchange, and especially 
in dollar claims, is beginning to break down. 
x gk 3 Other nations have been greatly aided in 
building up their foreign exchange reserves as a result 
of large deficits in the American balance of payments. 
It is widely agreed that this worked reasonably well 
until recent years, since the U.S. had an abundance of 


reserves while much of the rest of the trading world was 
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short. The unusual method whereby European Central Banks 
permitted the Americans to settle their international 
accounts largely by paying dollars instead of by the 
usual payment in gold meant that there could be considerable 
economy in the use of gold for monetary purposes. 

ji eB However, it has become apparent that the 
Americans cannot continue indefinitely piling up external 
deficits and settling them in dollars. As continued 
deficits in the U.S. balance of payments have resulted 

in increases in foreign holdings of dollars, and hence 

in potential claims on the American gold reserves, there 
has been a sharp decline of confidence in the American 
dollar. In recent years this has caused an outflow of 
gold of such proportions as to cause American authorities 
to become seriously concerned. 

Lhe The Congress recognizes that Canada alone 
cannot change the present, inadequate international 
liquidity arrangements. . But we suggest that, if you feel 
unable to recommend either outright return to a floating 
exchange rate, or a more flexible fixed rate, then it 
becomes imperative for you to consider carefully what 
policy Canada should adopt towards the various plans 

for greater international liquidity, and to make 
recommendations accordingly. Such recommendations could 
then serve as a basis for Canadian proposals in the 
international negotiations on this subject which cannot 
be much longer postponed. 

hie We come finally to the question of changes in 
the Bank of Canada Act and in the way the Bank functions. 


On the whole, we think the Act itself is 
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adequate. We have, however, six specific changes to 

suggest: 

(a) The preamble to the Act should be amended by 
inserting, after the words "production, trade, 
prices and employment", in the sixth line, the 
words, “and to promote full employment". This would 
make clear, beyond shadow of doubt, that full 
employment (not simply mitigating fluctuations in 
the general level of employment) is one of the 
major objectives of national policy in general and 
of national monetary policy in particular, 

(b) Section 6 (3) (a) should be amended to make clear th 
precise procedure to be followed in removing the 
Governor or Deputy Governor, so as to preclude the. 
repetition of what went on a year ago when the 

‘RRL in order to remove the then Governor, 
felt that it had to resort to an amending Bill 
declaring the office vacant. If it is considered 
necessary to place the Governor and Deputy Governor 
beyond the reach of dismissal by the Government 

of the day, proprio motu, then we suggest that the 
paragraph should be amended by adding the words, 
"but may be removed from office at any time by 

the Governor General, on Address of the Senate and 
House of Commons". This would place the Governor 
and Deputy Governor in the same position as Judges 
of the Superior Courts, the Auditor-General, the 
Chief Electoral Officer, the Civil Service 


Commissioners, the Transport Commissioners, the 
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members of the Board of Broadcast Governors, the 
members of the National Energy Board, and the 
Directors of the Canadian Broadcasting Corporation 
(except the President and Vice-President). On 

the other hand, if it is felt that the Governor and 
Deputy Governor should ities placed in so 
independent a position, then the paragraph might 

be amended by adding the words, "but may be 

removed for cause at any time by the Governor in 
Council". | This would place the Governor and 

Deputy Governor in the same position as the 

members of the Tariff Board, the Wheat Board and 

the Canadian Pension Commission, and the President and 
Vice-President of the Render Broadcasting 
Corporation. Or the Act might borrow from 

section 62 (2) of the Bank Act, which provides that 
the Inspector-General of Banks shall hold office 
during good behaviour, but may be removed by the 
Governor in Council "for misbehaviour or incapacity, 
inability or failure to perform his duties properly" 
Steps should be taken to make the Board of Directors 
really effective, which it does not appear to be now 
It should function in roughly the same way as the 
Court of Directors of the Bank of England. This 
change may not require any amendment to the Act, 
though we think it should be specified, in section 
10 (1) that a due proportion of the Directors should 
be people of financial experience or special know- 
ledge in the field of monetary economics, but it 


might well require a change of Government policy 
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in the selection of directors. 

The Act should distinctly provide, as the British 
Act does, that the final responsibility for monetar 
policy rests with the Minister of Finance. This 
would preclude repetition of the performance, in 
which both Liberal and Conservative Ministers 

have indulged, of disclaiming responsibility for 
monetary policy. It is, as the present Government 
ultimately decided, intolerable that the Bank of 
Canada should constitute an imperium in imperio, 

an independent, sovereign power, pursuing a policy 
the direct opposite of the Government's own fiscal 
policy; and the language of the Act should be such 
as to make it impossible for any future Minister 

to talk nonsense on this point. It is hardly 
necessary to add that the Congress does not want 

to see the Bank become a department of the govern- 
ment, or the plaything of partisans. We are just 
as anxious as anyone else to keep the management 

of the Bank in competent hands, and to free it 

from day-to-day political independence in high 
policy which some Ministers in the past have claimed 
for it, 

The Auditor-General should be designated as the 
Bank's auditor. At present, the operating expendi- 
tures and revenues of the Bank are not open to publi 
scrutiny. The Congress adopts as its own Professor 
Scott Gordon's concluding remarks in his article 

on "The Bank of Canada in a System of Responsible 


Government" (Canadian Journal of Economics and 
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Political Science, Vol. XXVII, no. 1, Feb. 1961, 
pp. 1-22): 
"It may be argued that if the government 
controlled the Bank of Canada it could make 
special financial deals for political pur- 
poses. If we assume, however, that the 
Bank of Canada as it is now constituted 
never makes Special deals of a questionable 
nature we may be assuming too much. If 
the Bank of Canada were to engage in such 
a transaction, it would probably never see 
the light of day. But if the Bank were a 
department, or the Auditor General were 
designated as the Bank's auditor, which he is 
not, any irregularities of this nature would - 
find their way into the Auditor General's 
report and would thus be opened to the 
scrutiny of Parliament and the general public. 
The independence of the Bank of Canada from 
the Auditor General does not guarantee the 
integrity or impartiality of the Bank's 
practices nearly as much as it guarantees 
their secrecy. It has often been suggested 
that central banking activities must be 
shrouded in secrecy (and kept hidden for many 
years after the event) if central banks are 
to do their work effectively, but this is 
merely a myth that has been perpetuated by 
the sub-culture of the financial world, and 


by the Bank of England in particular. Finan- 
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""ciers, bankers, and central bankers have for 


a long time regarded themselves as a 
Pythagorean priesthood possessing the vital 
mysteries whose power is diminished if they 
are exposed to vulgar eyes. The desire for 
central bank independence springs more from 
this mythology than it does from defensible 
pragmatic arguments. It is a mythology 
that strikes at the root of democratic 
government." 
(f) The Bank of Canada Act should itself provide for 
periodic, and fairly frequent, revision. The 
Bank Act, in effect, provides for its own revision 
every ten years. We are inclined to think that, 
in a world of increasingly rapid economic change, 
both Acts should be subject to revision at more 
frequent intervals. This would, incidentally, 
provide more ample, and frequent, depacnieves 
for public education in the subjects concerned, 
through the hearings which would take place either 
before a Royal Commission or a Parliamentary 
Committee. 
114. More important than any changes in the Bank 
of Canada Act itself, however, is the spirit in which, 
and the purposes for which, it is used. The late 
Professor Stefan Stykolt, of the University of Toronto, 
in a speech to the same Ontario Federation of Labour 
Study Conference on Unemployment from whose Report 


we have already quoted, laid down certain principles 


which appear to the Congress to be both indispensable an 


copott® okianl 


rot svsd aredosd ‘teaeees bas ‘Guestae stare” 
6 as eevioamertt bobisse1 omts snol S 
Ietiv odd antaeeesog boodtastrg nestonsdsyt 
wads it bedetaimth af tewoq secnw esefuedeym 
tot otteeb oAT .aeyo rsaiuv ot Besogxs ens 
mort atom enatraqa sonsbregqebat aasd Lendase 
eldtenstesb mort es0b tt rusts vaolonivm etdd 
“veo Londen Se ot adnemirens oktemgsrq 
oic¢sro0meb to door shit gs eotinte isd 
" Jtromrirevos 
nol sbivotgq tleatt bivode JoA sbhsnsd To wasd@ ont (2) 
eat .notaiver ,gnsupert vintst bas .otbot eq 
fofefives nwo esti tot esbivorq .gostieo af .JoA waasd 
.Jsat Noidy od benifont sis sW .ayssy ned yieve 
,sansdo ofmonoose biqsy vyisntaserent To bliow s at 
stom ws nofetvet ot tostdue sed bi{yode etoA ntod 
viistcebtont .bivow eafisT .elevaednk toeupent 
eefifnutiogqe .Jnsupett Ors .eiqms siom sbivoxzg 
.bsntsonoo atosidue sit at noldsoubs olffduq 10t 
tetdis sosiq oxst bilyow dotdw eantrysed ods duos 
vistoaomsifiiust s to noflasimmod Isvoh sg 9et0'ted 
. sett immod 
xasa ont at aegnsdo yas asd tnstsoqmt sroM AIL 
.foinw ai tixtga eft at .isveworl ,tfeesdt toA sbsnasd to 
evsl ofT .beay ef ti ,dotdw tot sssoquuq edt bas 
,otno1eT to viterevia edt to .tlowyde nstote soeestord 
modsl to dotistebs® otystnO smse end ot doesge s at 
drogen seonw mort tnemyolqusnal mo sonetstnod ybuste 
| eelqtonixg afisttss awob Bist betoup ybsetis eved ow 


18 oldsenoqaibat ddod ed o} ezetenod end o¢ isesqas dotcw 


Nethercut & Young A.62 


Terente, Ontarie 


and incontrovertible: 
"One of the main tools which can be used 

in the task of creating new jobs is a positiv 

monetary policy. Monetary policy is the 

government's policy which determines the 

size, availability and cost of credit in 

the economy. Positive monetary policy has 

a number of characteristics which make it a 

useful weapon in the struggle with economic 

instability ..... 

Monetary policy must be part of the 
democratic process. This. means that the 
government, and in particular the Minister 
of Finance, must accept responsibility before 
Parliament for the conduct of monetary policy 
for its goals and its methods. He must be 
prepared to explain it candidly, defend it 
against criticism, declare his eaniriide ive in 
the institutions and in the individuals who 
manage it and participate in its formulation 
as the arbiter of the last resort. Only if 
monetary pdlicy, like defence policy or 
foreign policy, is made part of the process 
of responsible government can it be positive 
in responding to the real needs of the 
country, as expressed by public opinion 
inside Parliament and out. Only then can 
monetary policy be coordinated with other 


types of economic policy which the government 
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"is “or ‘Ought to ‘be pursing “>. 2’, 

Positive monetary policy must be con- 
Sistent. The goal which monetary policy pur 
Sues at any moment must be clear first of 
all to the officials who implement policy, 
secondly to those who bear the brunt of 
policy in the first instance, that is to 
the entire financial community, and thirdly, 
to the public at large to whom the purpose 
of policy must be explained clearly rather 
than be obscured by contradictory and 
mystifying statements ..... 

»oeeerhe authorities! intentions must be 
clear, unequivocal and unambiguous to all 
concerned. At any one time all the signals 
by which the course of monetary policy is 
made manifest to the financial markets 
and to the public at large must some fe 
the same direction. For only then can the 
individuals and institutions whose co- 
operation is essential if monetary policy is | ~ 
to be effective in attaining tts coal 
play their proper part. Specifically, the 
movements in the stock of money, the changes 
in the discount rate, and the speeches of 
the Minister of Finance and of the officials 
of the Bank of Canada must all tell the same 
story. If they do not the result is sullen. 
confusion in financial markets which makes 


monetary policy ineffective, if policy can be 
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"said to exist when conflicts in its goals 
remain unresolved. Consistency requires 
also that the goal of monetary policy be 
altered only in response to an evident 
change in the country's economic conditions. 
If the country moves from a period of very 
high employment and inflation to a period 
of very high unemployment and price stabilit 
the goal of policy must change from re- 
stricting the level of economic activity to 
increasing it by every means well-known to 
professional students of the subject. But 
the goal of policy cannot shift about from 
week to week or month to month without any 
objective change in the country's economic 
conditions. Inexplicable and violent 
fluctuations in the goal of policy are 
demoralizing and blunt the instrument at a 
time when it may be needed most ...... 

Finally, monetary policy must be consistent | 

with that other branch of economic policy 
designed primarily to attain a high and 
stable level of employment and of prices, 
namely fiscal policy. In periods of 
depression, budgetary deficits must be 
financed with the help of monetary expansion. 
In periods of inflation, budgetary surpluses 


may be used to bring about monetary restraint," 
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